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PREFACE TO THE TENTH EDITION 

The object of this book is to present the elementary principles of 
Economic Science in as clear and interesting a manner as possible, and 
to meet the needs of students working for the various professional and 
academic examinations for which a basic knowledge of Economics is 
required. 

Special attention has been given to the many problems of modern 
industrial organization that claim so large a share of public thought, 
and to those intricate questions of international currency and trade that 
cause mystification to the general reader. It is hoped the consideration 
given to these problems, together with the many practical and up-to- 
date examples included, will make the volume of service and of interest, 
not only to the student, but ateo to the layman and the man of affairs. 

In the preparation of this Edition, the author has taken the further 
opportunity of bringing the text up to date and of revising it in the 
light of recent examination requirements. His thanks are due and are 
here accorded to. the many teachers, students and friends who have 
sent him suggestions for the improvement of the volume. 

May , 1951 


S. Evelyn Thomas 
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CHAPTER 1 


WHAT IS ECONOMICS ? 


Economics is the body of knowledge, or the science, that considers the 
actions of man in relation to wealth, i.e., in relation to the material 
things that satisfy his wants. These actions are concerned with the 
consumption of wealth to satisfy man’s bodily or other needs ; with the 
production of wealth by using and developing the resources of Nature ; 
with the exchange of one form of wealth for another, and with the 
distribution of the wealth produced amongst all those who co-operate 
in its production. 


Consumption 

Consumption in Economics means more than what we usually mean 
when we speak of the consumption of food. It implies the use of 
services that result when we employ, for example, a doctor or a lawyer ; 
or the consumption or usage or the deterioration of physical form that 
takes place when we wear our clothes, or use our furniture or motor 
car, or occupy our house. In the economic sense, consumption implies 
making use of things that may do us harm as w^ell as things that do us 
good, so the man who takes dangerous drugs or too much whisky is 
just as much a consumer as the man who eats and drinks merely to live. 


Production 

Production means the creation of wealth. It covers the efforts of 
man to provide the goods and services that satisfy his wants by altering 
and improving the form of natural resources and products, by trans¬ 
porting them to places where they are needed, and by making them 
available at times when they are wanted. 

Sometimes the processes of production are quite simple, e.g., the 
picking of an apple and the handing of the fruit to the consumer. But 
in many cases, long and complex processes are required to change the 
mw material provided by Nature into something fit for human use. 
Today, the production of one article, e.g., a motor car or a watch, may 
involve many separate processes and the work of numerous producers, 
each of whom fulfils his special function, possibly small enough in 
itself, but contributing essentially to the final product. 

Exchange 

Exchange is concerned with the reasons for which, the methods by 
which, and the rate at which one man or one community exchanges his 
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or its goods or services for those of another man or community. Here 
we have to consider the functions and characteristics of money—the 
medium of exchange—and the sendees of credit instruments and 
banking organizations in making possible the development of exchange 
to the remarkable intricacy and yet wonderful efficiency of today. We 
have to examine not only exchanges between individuals and exchanges 
within the borders of the State, but also the wider field of international 
exchange, whereby the people of the world vie with one another in 
exchanging what they can do without for things that more fully satisfy 
their wants. 

Distribution 

Distribution concerns the sharing of the total wealth produced among 
the several agents—land, labour, capital and enterprise—that co¬ 
operate in production. Here the economist seeks to determine what 
reward one man receives for his labour and another for his enterprise ; 
how much of the produce of land goes to the owner of the land, and 
what share of the product of industry is received by the capitalist as a 
result of the employment of his capital in conjunction with the labour, 
enterprise and natural resources provided by others. 

Scope of Economics 

Economics thus covers the wide field of human activities. It investi¬ 
gates all kinds of business transactions and the motives that affect 
man’s conduct in trade and industry. For this reason, Economics 
has been described as “ the study of man’s actions in the ordinary 
business of life ; it inquires how he gets his income and how he uses 
it. Thus it is on the one side a study of wealth, and on the other, and 
more important side, a part of the study of man.” 1 

As a unit in society with limited time and limited means at his 
disposal, man has continuously to decide how he will use his time and 
his resources to get the most out of them, i.e., he has continually to 
make a choice between alternatives ; he has to decide how he will allocate 
his time between leisure and remunerative work, how he will divide 
his resources between satisfying his immediate wants and saving for 
future enjoyment, between the different kinds of goods and services 
offered for his use. The business man and the manufacturer, also, are 
confronted with the necessity of choosing ; they have to decide what 
product their firms shall deal in, what methods of production they 
shall use, whether they shall employ labour or machinery for a given 
job, and so on. 

Such decisions are continually being made by people everywhere, 
and they all spring from problems concerned with the need for 
“ economizing,” i.e., using to the maximum advantage the scarce means 


l Marshall, Economics of Industry , I. I. i. 
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(i.e., the limited resources and limited time) that man has at his 
disposal. 

Scarcity is the characteristic of every economic problem, and for 
this reason Economics has been described as the study of that aspect of 
human behaviour which arises from the scarcity of means to achieve 
given ends. 

The concept of scarcity is intimately connected with the concept or 
economic choice. The choice of any given course of action implies that 
an alternative is sacrificed ; whether the choice lies between the satis¬ 
faction of alternative wants, or between alternative methods of pro¬ 
duction does not matter ; the need for choosing arises because economic 
resources are scarce relative to the many alternative uses to which such 
resources may be applied. The consumer as well as the producer has 
to count the cost ; and the cost in any given situation where a choice 
has to be made is the alternative most nearly chosen ; in other words, 
the alternative sacrificed or displaced as a result of making that particular 
choice. This is the guiding principle in economic analysis. 

The Approach to Economics 

Economics is correctly regarded as a science because the economist 
deals in a scientific manner with the problems with which man is 
confronted in his pursuit and use of wealth. The economist tries, on 
the one hand, to collect and systematize economic data, to link up 
cause and effect, and, on the other hand, to deduce principles and 
detect general tendencies. He seeks to discover the universal out of 
what to the ordinary observer suggests only chance and often chaos. 
He is scientific in his method. 

Economics is also a science in that it gives the power to predict 
what effects will follow certain causes; but the economic machine 
functions under such varied and changing conditions, and is so largely 
dependent on the uncertain and changeable human element, that this 
power of prediction may be blunted. Future happenings, unforeseeable 
at the time of prediction, may neutralize the predicted result. 

The intimate concern of Economic Science with the motives and 
actions of human beings in Society necessarily results in its hypotheses 
and conclusions being less exact than those of the more precise sciences 
of mathematics, physics and chemistry. The human element is always 
uncertain, but happily there is a constancy in large numbers which, 
to a considerable extent, obviates the difficulty of uncertainty in 
economic investigation. While the individual may be original and even 
eccentric, Society as a whole is bound by custom, tradition, and habit, 
so that, in so far as it deals with groups and not with individuals, with 
general trends in human behaviour and not with individual variations 
r°m such trends, Economics has stability. 

Other difficulties arise because of the absence of reliable standards 
o measurement and comparison. We may know that man's desire or 
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motive is strong or weak, but it is difficult to express such desire or 
motive in concrete terms. We can, however, measure fairly accurately 
the strength of man’s motives in the pursuit of wealth by considering 
the value of the reward he hopes to gain, and we can similarly estimate 
the strength of man’s desire for an object or service by the price he is 
prepared to pay for it. Economics is, in fact, primarily concerned with 
those motives and desires of man the relative strengths of which are 
capable of measurement in terms of price. 

The passing of years has proved that, in throwing light on practical 
problems and on the merits of various forms of economic organization, 
Economics, in spite of the difficulties inherent in the subject-matter, 
is achieving its object and serving humanity to a very great degree. 
Its aim is to show that certain effects follow certain causes ; how the 
discovery and appreciation of certain uniformities and relationships 
may be usefully applied to explain existing conditions and improve 
those of the future ; how the national wealth is apportioned or distri¬ 
buted amongst a country’s inhabitants, and how such proportions are 
determined. But although it takes cognizance of moral and ethical 
considerations, it does not pronounce moral judgments, or lay down 
moral or religious precepts : it is not concerned with the right and 
wrong of man’s objects and achievements, or with the justness and 
unjustness of the structure of Society, and the distribution of its wealth. 
The function of the economist is to present the results of his observa¬ 
tions in the form of carefully arranged facts and rigidly tested principles, 
so that they may be applied in the solution of practical economic 
problems. 

The economist recognizes that man’s character and social value 
are vitally influenced by the amount of his income, by the manner in 
which it is earned and by the way in which it is spent. But the purely 
economic factors in these problems afford sufficient scope for his 
investigations. His investigations prove how vitally man’s efficiency 
is influenced by the nature and regularity of his work, by the extent of 
his hours, by the difficulty or ease of his daily tasks, by the nature of the 
materials handled, and by the conditions under which work is done. 
But it is not his province to attempt to secure a more equal distribution 
of wealth or to press for a reform of working conditions. He may 
probe the facts and analyse the statistics, and, though the nature of his 
studies may make him competent to discuss and advise on such 
subjects, it is not his function, but that of the statesman and reformer, 
to apply economic data for the practical benefit of present and future 
generations. 

If the economist discusses questions of right or wrong in the organiza¬ 
tion of society, he must assume certain aims. But such aims arise from 
his personal opinion and may not be considered desirable by other 
people. Judgments of right and wrong can be given only in relation to 
standards that are agreed upon, and, as universal agreement is rarely 
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found, the economist is straying from his proper province if he gives 
such judgments. 

The function of the economist is, therefore, to explore and to explain, 

not to uphold or to condemn. His task is to examine the working of 

the economic mechanism as it is now organized. He may point out 

where the mechanism is defective but—as an economist—from 

one point of view only, that of the economical utilization of resources. 

The economist’s test for his investigations is efficiency in wealth- 
production. 


Economic Laws 

By scientifically observing, collecting and classifying numerous facts 
concerning man s actions in relation to wealth, economists have been 
able to deduce certain propositions or laws that explain existing con¬ 
ditions and provide a groundwork for further investigation. 

An Economic Law may be defined as the statement of a principle 
underlying the conduct or actions of man when engaged in the ordinary 
business of life. Economic laws deal essentially with those human 

• • • j 

activities and motives that are capable of measurement in terms of a 
money price. 1 hey are statements of regularities of cause and effect 
arising from the free working of economic forces. These forces may 
belong to one of several classes. They may be persistent and inevitable 
natural forces , such as the natural limit to the productivity of land, 
which, if not fertilized or allowed to recuperate, yields a lower return 
to each additional effort of the cultivator. Or they may be human 

u\ CeS} W ^ c ^*. s pi te of the great inconsistency of man, are of remark¬ 
able uniformity when averaged over human kind, as, for example, the 
orce of demand (i.e., the demand of a man for things to satisfy his 
wants) and the force of competition, which impels men generally to 
pursue their own interests. Again, they may be legal forces, those 
boundaries erected by the State within which the individual may live, 
work and enjoy his measure of economic freedom. 

Most economic laws are hypothetical, because their operation 
depends on given conditions , i.e., if “ other things are equal,” certain 
results will follow. Thus the Law of Diminishing Marginal Utility 
states that, other things being equal, the additional satisfaction we derive 
rom something we need (e.g., bread) decreases as our supply increases, 
h 3 , man ^ circumstances remain the same, he wants only so much 

re ??. ’ !f- . gCtS more than he re( f ui res, the utility of the extra supplies 
.P 1 y dimmishes and they may finally become a nuisance. But if 
. €r * ln S s do not remain equal —if the man’s circumstances change— 
ne may require much more bread to satisfy his need for food ; e.g., if 
ne becomes too poor to buy other kinds of food or if he cannot get 

oug of other foods because of their scarcity or the operation of 
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Another important law, the Law of Diminishing Returns, when 
applied to land, states that, after a certain point, man tends to obtain 
from a given area of land a smaller teturn from additional proportionate 
applications of labour and capital. The operation of this law in given 
conditions of agricultural technique depends on the continuance of 
those conditions. But if agricultural technique improves, additional 
applications of labour and capital to the same area of land may yield 
greater returns than earlier applications. 

Although economic laws are hypothetical, they are not without 
practical value. Although they are inexact, they are the most exact 
of the laws of the social sciences (since so many economic forces, e.g., 
those of demand and supply, can be estimated in terms of money) and 
are useful statements of general tendencies. Moreover, some economic 
laws are axiomatic ; their operation is inevitable and they are true of 
any stage of development ; e.g., the generalization that saving must 
come out of a surplus of production over consumption. 

Economic laws are in an entirely different category trom statutory 
laws, i.e., those made by the State. Statutory laws can be altered or 
repealed with comparative ease, and to this extent they have not the 
permanence of economic laws or forces. On the other hand, statutory 
laws that remain unaltered operate at all times in the same way, and are 
consequently inevitable to a far greater degree than most economic 
laws, whose operation may be impeded by economic friction. 


Economic Friction 

Economic friction may take many forms. It may exist as custom, 
sentiment or ignorance, or as one of many other influences that restrict 
the force of competition and so destroy the validity of those assumptions 
of free competition and the pursuit of rational self-interest on which 
the economist’s generalizations are usually based. For example, the 
economist argues that the price at which a thing is sold depends on 
the strength of the demand for it in relation to the supply, and from this 
he deduces the Laws of Supply and Demand. But in laying down this 
general tendency, he has to ignore temporarily the existence of counter¬ 
acting forces, such as State rationing or control of the quantity of goods 
supplied for sale. 

Thus we see that, although the principles or laws of Economics 
cannot be changed, the conditions on which their operation depends 
can be, and often are, modified by human agency. Society’s institutions, 
its laws of property and inheritance, State regulation in its innumerable 
forms, all affect the working of economic laws and modify their results 
in practice. Because of the uncertainty of the human element, and 
because of the presence of economic friction, economic analysis must 
always remain to some extent speculative in character. 
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Relation of Economics to Other Social Sciences 

In formulating their doctrines, economists have drawn extensively 
on the knowledge and discoveries of investigators in other branches of 
science, e.g., physiology, biology, chemistry, statistics, and mathematics. 
Mathematical formulas, in particular, have been applied with great 
success to illustrate and sum up the economist’s conclusions, and some 
investigators have adopted an entirely mathematical approach to the 
subject. 


As Economics is essentially a study of man’s actions in the ordinary 
business of life, it is closely related to the various sciences concerned 
with human activity in spheres other than in the pursuit of wealth. 
Economics is, in fact, but one branch of the comprehensive science of 
Sociology , which treats of man as a social being, and of the origin, 
organization and development of human society and of human institu¬ 
tions. Other branches having contacts with Economics are Ethics , 
the science of human morality, conduct and character ; Law , the 
science which concerns itself with what man may or may not do, and 
which controls the relation between man and fellow-man, and between 
man and the State ; and the science of Politics , which treats of the 
methods, functions and organization of government, and of man’s 
relations to that government. 

As civilization progresses, it becomes increasingly difficult to 
consider Economics as a science apart from the other social sciences— 
Politics, Law and Ethics. Economic motives are continually involved 
with political considerations. The development of society and of its 
laws go hand in hand. Economic objectives and desires must always be 
subject to the rules of conduct and procedure that have become so 
justified by long usage as to have been adopted as laws capable of 
enforcement by penalties of varying degree. The economic structure 
of society is erected on a legal framework constructed by the State, 
which, in its ever-extending laws relating to such matters as contract, 
property, factories and trade disputes, prescribes a minimum standard 
ot conduct to which every individual must conform in pursuing his 

economic activities. 


Over and above this minimum legal standard are the higher moral 
and ethical standards set up by public opinion, and by custom and 
con uct in business and the professions. No individual, however strong 
is desire for gain and personal advancement, can for long afford to 
ignore such standards. In every civilized community, the code of 
morality is based on a recognition of those rules of conduct and those 
qua ities that are in the best interests of society, and, unless economic 
actions and motives conformed to ethical requirements, they would 
^na ly overthrow those institutions that are fundamental in social 
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Economic Freedom 

Economic freedom, or freedom of industry and enterprise , means, first, 
that the existence of private property , i.e., the individual’s right to 
control his own economic goods, is recognized and protected by law ; 
secondly, that each individual may use his energies and property as he 
thinks fit ; and thirdly, that he may work, live, and freely contract on a 
basis of equality with others and with the same opportunity as his 
fellows. 

The system of freedom of competition had almost unlimited sway 
during the Industrial Revolution, when it brought indescribable 
suffering to the workers in the abuses of the factory system and over¬ 
crowding in industrial neighbourhoods. Freedom of enterprise came 
to mean, not the welfare of the many, but the evils of class domination— 
an increase in the power and wealth of those already powerful and 
wealthy. Equality of contract did not mean equality of bargaining 
power. Before the monster of competition, the poor and weak stood 
helpless and defenceless. They had neither the means nor the power 
to chain its forces. Their misery increased and went unrelieved until 
reforms were insisted upon by the more enlightened members of Society 
and effected by factory legislation and amendments to the laws relating 
to public health and contract. 

The result was the establishment of the system of comparative 
freedom , where the individual may choose his own occupation, compete 
with his fellows, and buy and sell according to his desires, but where his 
freedom is not absolute. He must in all these things conform with the 
minimum standard of conduct laid down by the law of contract, with any 
State laws or regulations designed to protect the economically weak or 
safeguard or foster the economic well-being of the community, and with 
the higher ethical and moral standards that have been set up by Society 
for the protection and benefit of its members. 

Such laws and standards are designed to prevent man, in the exercise 
of his freedom, from injuring his fellows and from interfering with 
their freedom. The individual may work as a builder or as an artist. 
He may devote his energies to the growing of crops or to the selling of 
foodstuffs, or he may qualify himself and set up in practice as a 
chartered accountant or a solicitor. But in all these cases the freedom 
that he enjoys depends on his observance of certain restrictions imposed 
by the State and Society. If he chooses to build a house, he must 
conform with the requirements of the local authority as to sanitary and 
other arrangements ; if he wishes to sell meat or dairy produce, he must 
adhere to certain State regulations intended to protect the health of 
the community. If he wishes to practise as a solicitor or chartered 
accountant, he must comply with the rules of the central bodies by 
which those professions are controlled. Such regulations and res¬ 
trictions apply to all alike, without distinction of class or creed. They 
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are imposed for the general good ; their object is protection, and their 
result is equality. 

Within the limits set by such restrictions the individual may 
assume complete liberty of action, and the scope and end of his economic 
activity are determined largely by the competition of other individuals 
similarly occupied. 

Private Enterprise : The Capitalist System 

Economic freedom is the essential characteristic of the system of 
private enterprise or the Capitalist system , as opposed to the system ot 
State enterprise or Socialism , in which industry and commerce are 
conducted and controlled by the State and public authorities. 

In the capitalist system, the means of production (land, capital 
goods and raw materials) are owned mainly by private persons and 
organizations whose object in using them is to make profit. Where the 
amount of capital is large enough, two distinct classes—employers and 
employees—come into existence, the employees acting on the instruc¬ 
tions of the employers in using the land, premises, equipment and 
materials supplied or controlled by the latter, and receiving as their 
reward a wage. 

This does not mean that the capitalist-employer exercises absolute 
control over man ; he, in his turn, is governed by consumption and has 
also to comply with State laws and regulations. His actions and his 
prosperity depend largely on his ability to satisfy consumers’ wants and, 
if he is to make adequate profits, he must at all times consult the in¬ 
terests of those who buy and use his products. Moreover, both as a 
capitalist and as an employer, he has to comply with State regulations 
that have as their object the protection of employees and the safeguard- 
mg of the health, welfare, and economic structure ot the community. 

Economic freedom and private enterprise do not exclude enterprise 
m the hands of public authorities or the State. What they do imply is 
that undertakings conducted by the State or public bodies shall be 
governed by the same law of contract as applies to the individual, and 
that such undertakings, while they enjoy certain advantages by reason 
of their size and importance, must conform to the law and must respect 
private property and other private rights. 

While the system of private enterprise depends essentially, therefore, 
on the existence and recognition of private property, it implies also the 
existence of communal property, i.e., property held in the common 
interest, such as town halls, parliament houses, art galleries, schools, 
bridges, roads, docks and harbours. Such things are appurtenant to 
tne existence of any form of government ; they are essential in any 
civilized community, and they continuously increase with the progress 
of Society and with the extension of the functions of the State. 

In a capitalist system, there is ordinarily no central authority to 
say what shall be produced or how labour and property shall be used. 
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The kinds of things produced, and the quantities produced, depend 
on the decisions of producers acting independently ; and in making 
their decisions producers are swayed by prospects of material gain ; 
they aim at using their property, energies and talents in the most 
remunerative manner. 

The profits made by producers depend on the price paid by con¬ 
sumers. Hence, in a system of private enterprise, those things are 
produced for which consumers are willing to pay sufficiently high 
prices. In other words, production is swayed by the preferences of con¬ 
sumers, as indicated by the amount of money they are willing to pay 
for what they need. Further, the possibility of profit provides a guide 
to the most effective use of labour and of other agents in production 
if no profit is being made in the production of certain goods, the 
production of that class of goods will decline and labour and capital 
will move to another line of production which promises a better return. 


State Planning 

The antithesis of economic freedom and private enterprise is State 
planning , which implies that a central authority, a person or a committee, 
acts as a dictator of economic affairs, and makes all decisions as to 
what and how much shall be produced. It means that, in specific 
branches of production or in the community as a whole, the planning 
authority has sole control of the labour and capital available for pro¬ 
ductive purposes ; that private individuals cannot unrestrainedly hire 
labour and capital and produce things for sale in anticipation of profit; 
and that consumers’ preferences, as shown by the prices they are 
willing to pay, do not determine the scope or direction of production. 

In making their decisions, the planning authorities are guided, 
not by the criterion of profit, but by their opinion of what goods or 
services will contribute most to the end they have in view , e.g., the raising 
of the standard of living of the masses and/or the establishment of a 
strong State. 

This gives rise to the argument that, in a planned economy, there is 
no way of testing whether or not such decisions are the best that could 
be made in the general interests of the community. 

In a capitalist economy, profit can be said to provide an automatic 
guide to what things shall be produced. To this extent, the profit- 
motive brings about the most efficient use of labour and property in 
production. It need not bring about the best possible use from the 
standpoint of national welfare, because the branches of production that 
yield the greatest return to the producer do not necessarily satisfy the 
most pressing wants of the community. Under capitalism, inequality 
of incomes enables the wealthier classes of consumers to exercise a 
more than proportionate influence on the market, while the less 
fortunate classes may find that not enough of the things they can 
afford, or that will benefit them, are being produced. 
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In its truest sense, economic planning is incompatible with capital¬ 
ism, but even in a capitalist economy, the State can introduce a measure 
of control and planning, as indeed is done by all modern States; it may 
control investment, direct the location of industries, control the com¬ 
modity markets, regulate imports and exports, fix maximum prices, and 
even enter the industrial field as a large-scale producer. The State may 
also control labour conditions and, with the objective of setting up a 
Welfare State , may assume many activities in the social sphere, e.g., 
national social insurance. (See Chap. 21.) 

In most capitalist countries, private enterprise is being continuously 
restricted by State controls and regulations designed to subordinate the 
interests of the individual to the interest of the State, and ensure that 
economic activity is initiated and conducted for the general benefit of 
the community. Also the scope of public enterprise tends ever to widen 
as the State extends its activities in the industrial and social fields. 

Conditions arising from two World Wars accelerated this tendency. 
Although the inter-war period brought relaxation of most of the war¬ 
time restrictions imposed on the agents of production in the interests 
of the war effort, the second World War made necessary their re¬ 
imposition and the imposition of a host of other controls. 

In the war economy of Britain, as of most other countries, men 
could not work where and how they chose, could not buy what they 
liked and could not set up businesses when and where they liked. 
Labour was directed, food was rationed, and businesses could be 
started only under licence. Most imports were bought and shipped by 
the Government, and, while certain exports were encouraged, others 
(e.g., foodstuffs and essential raw materials) were prohibited. Such 
direction and control were essential in the interests of a nation at war 
and applied in varying degree to all factors of production. Economic 
freedom had to be very largely abandoned. 

At the end of the war, some controls were relaxed, but many others 
were continued in modified form, including some whose permanence 
was not contemplated when they were introduced as wartime 
necessities. Moreover, with the return to power in 1945 of a Labour 
overnment, pledged to a programme of nationalizing essential indus¬ 
tries (e.g., coal, power, and inland transport) and essential institutions 

(e.g., the Bank of England), State ownership, control and enterprise 
were still further extended. 


The question whether a planned economy is superior to a capitalist 
economy depends on which system provides the better use of national 
resources and the greater satisfaction for consumers as a whole ; and, 
tn such an estimate, criteria other than the purely economic ones are 
invo ved. In other words, the problems involve opinions as to what are, 
°r are not, desirable social aims. 

The fact that in Soviet Russia planning has raised the general 
standard of living does not necessarily demonstrate the superiority of 
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a planned economy over capitalism, because the Russian pre-Revolution 
economic system was so inefficient. Nor does the fact that planning 
was general in this and other countries during wartime prove that it 
provides the best use of resources, because in wartime conditions are 
abnormal and all production is directed to one end—the pursuit of war, 
without regard to cost. Cost is a factor which in peacetime is of the 
utmost importance, particularly in an economy, such as that of Britain, 
which is so largely dependent on export trade. Hence the real test of 
the efficiency or otherwise of economic planning must await its full 
peacetime application to Britain or to one of the other efficient and 
highly industrialized countries of the West. 

Methods of Economic Investigation 

In conducting their investigations and arriving at their conclusions, 
economists have adopted two distinct methods of reasoning, i.e., 
deduction and induction. “ Deduction ” implies reasoning or developing 
particular conclusions or cases from a number of general principles or 
propositions admitted or assumed to be true. Thus, from the two 
general statements “All men eat to live ” and “ John is a man ” is 
deduced the particular conclusion that “ John eats to live.’’ 

The “ Classical ” economists, of whom Ricardo 1 was the chief, 
applied this method and attempted to base the whole of economic 
science on a few generalized assumptions. Thus Ricardo, accepting the 
truth of the two propositions (1) that, in the pursuit of wealth, human 
beings are actuated by motives of self-interest alone, and (2) that every 
man is capable of determining the direction in which his best interests 
lie, deduced that any increase in wages in one occupation would attract 
to that occupation such numbers of workmen as would tend to lower 
wages in that industry to the rate normally prevailing. 

The inductive method was preferred by the so-called “ historical ” 
school of economists during the latter half of the nineteenth century. 
It involved the drawing of general conclusions in the form of laws 
from a number of particular instances, and the testing of such con¬ 
clusions by reference to further facts as these additional facts were 
discovered and appreciated. The rapid advance in the scope of statistics 
during recent years, and the extension of scientific inquiry by both 
government and private investigators, have considerably enhanced the 
value of the inductive method of economic investigation, and have 
made possible the inference of “ laws ” and conclusions that are 
necessarily more scientific and reliable than those put forward under 
less favourable conditions. 

Experience shows, however, that the best results are obtained when 
both methods are combined. “ Induction, aided by analysis and 
deduction, brings together appropriate classes of facts, arranges them, 
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analyses them and infers from them general statements or laws. Then 
for a while deduction plays the chief role : it brings some of these 
generalizations into association with one another, works from them 
tentatively to new and broader generalizations or laws, and calls on 
induction again to do the main share of the work in collecting, sifting 
and arranging these facts so as to test and ‘ verify ’ the new law.” 1 


Utility of the Study of Economics 


Students and others frequently question the utility and purpose of 
the study of Economics. What useful purpose can it serve if it merely 
indicates the economic repercussions of man’s aims and actions without 

choosing between those aims—if it confines itself to analysing and stops 
short at prescribing ? 

The subject is important to all, particularly to the man who has to 
earn his living. It shows him whac place he fills in the economic 
structure of society, how the undertaking by which he is employed 
functions as a part of the economic machine, how his own industry is 
related to other industries, and how it works in harmony with them 
for a common end. It shows that business organization is an intricate, 
but efficient combination of a myriad producers, who work in an orderly 
though not consciously controlled way for a specific purpose—the 
satisfaction of human need. 


The business man who takes advantage of the knowledge that 
affords provides himself with a more satisfactory basis on 
which to plan his business activities. He is better able to interpret 
tendencies in production and marketing, to avoid the error of pro- 
ucing too much for a falling market, and to take full advantage of a 
rising market. Moreover, if many business men co-operate to interpret 
ten enc | es correctly, the collective effect is improved planning of 
pro uction and better marketing of products, with a consequent 
re uction in the adverse effects of those industrial and commercial 
uc < t { u 3j 10ns that have proved so disastrous to industry and trade. 

w m k ^ VCS ^ ^-operating with his fellow-men. In the modem 
or , that co-operation is of a boundless range and an indescribable 
ornp cxity Yet it is essentially undesigned and uncontrolled by man. 
r Um blest inhabitant of Great Britain or the United States depends 
r e satisfaction of his simplest needs upon the activities of innumer- 
'pi e P^°pl e > in every walk of life and in every corner of the globe. 
th^G** ! nar y comm odities which appear upon his dinner-table represent 
sea na P ro .^ uct *be labours of a medley of merchants, farmers, 
men, engineers, workers of almost every craft. But there is no 

the 01311 . aut b or ity presiding over this great complex of labour, organizing 
vario us units, and directing them to the common ends which they 

1 Marshall, Principles of Economics, App. D. 
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subserve. Wheel upon wheel, in a ceaseless succession of interdependent 
processes, the business world revolves : but no one has planned and 
no one guides the intricate mechanism whose smooth working is so 
vital to us all.” 1 

The economist aims at describing and analysing this industrial 
and commercial organization, and seeks to show the forces that set 
it in motion, maintain its equilibrium and permit it to achieve its 
results. He traces the relation between one producer and another, 
between industries and between nations. His researches throw light on 
the problems involved in the economic organization of society, and his 
conclusions suggest methods of solving these problems. 

Clearly, anyone who pursues such a subject must benefit immeasur¬ 
ably by a breadth of outlook and a wider conception of man in society. 
No longer need he labour from day to day without idea or compre¬ 
hension of his place and function in the vast order of things : the 
science of Economics enables him to understand and to estimate his 
contribution to the economic structure, and thereby to deal more 
intelligently with the daily problems with which he is confronted, and 
also to appreciate more deeply the many difficulties which day by day 
arise within his own industry, within the boundaries of his own country, 
and in the world at large. 


Henderson, Supply and Demand, p. 3 . 


CHAPTER 2 


INDUSTRIAL EVOLUTION 

The efforts of man to obtain a living go back as far as man himself. 
The wants of primitive man were quite simple and easily satisfied, 
like the wants of animals, directly from his natural surroundings. By 
picking fruit and berries, hunting and fishing, he satisfied his need for 
food and clothing. 

But Nature’s bounty is not inexhaustible. Gradually, the acquisition 
of sufficient supplies involved increasing exertion : the hunter had to 
go further afield and the fisherman had to employ himself in patience 
for a longer period. The pastoral stage, reached when man tamed and 
bred the animals he had hitherto been accustomed to kill, gave him a 
more peaceful, secure and less precarious existence ; he was in a 
position to provide for both present and future needs, and so to be less 
immediately dependent on Nature’s uncertain store. 

When the art of cultivating plants was added to that of breeding 
animals, the agricultural stage was reached. Man passed from a 
nomadic to a settled existence in villages, whilst the cultivation of crops 
and the careful tending of herds made possible the support of a larger 
and better fed population. 

The benefits of social intercourse were not long in giving rise to 
the community form of existence, wherein numbers of men lived in 
peaceful accord, benefiting from association and progressing with the 
interchange of goods and services. Some men devoted themselves 
solely to the provision of useful things for their fellows ; handicrafts 
were developed in which the craftsman became more skilful than other 
men and was consequently able to command a higher return for his 
labour. At this stage, man’s aim was not necessarily the production of 
things to satisfy his own wants. If the work of his hands and the 
product of his skill pleased others, he in turn could obtain that which 
would satisfy his own wants. One product exchanged for another 
product; one service or commodity for another service or commodity. 

oods of one class were bartered for those of another, and soon such 
exchanges were facilitated by the intervention of an early form of 

money, whether consisting of stones, pieces of wood, or metallic objects 
ot a variety of patterns. 

r association of men in village communities was naturally 

o owed in due course by their association into larger units. As the 
ami y association developed into the village, so in time the village 
gave way to the town, and eventually community of interest between the 
peop e of towns in the same area or country welded them into a nation. 
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The Manorial System 

By the eleventh century, England was divided into areas known as 
manors. Generally, the manor belonged to a lord and consisted of a 
manor house, a church, and a village with its surrounding lands culti¬ 
vated by the villagers. The arable land was divided into two parts ; 
one part (perhaps a third or half of the whole) called the demesne was 
cultivated for the lord’s exclusive benefit; the other part was held by 
the tenants, who provided the labour necessary for the cultivation of 
their own land and the lord’s demesne. 

The tilled area was divided into three open fields , which were 
cultivated on the three field system , each field in turn being cultivated 
in one year with wheat or rye, then perhaps in the following year with 
barley or oats, and, every third year, being allowed to lie fallow or 
uncultivated. Not until the end of the eighteenth century was this 
wastage of good land brought to an end in England, when agriculture 
was completely revolutionized by the introduction of the Norfolk Four 
Course System , by which fertilizing root crops were alternated with the 
more exhausting cereals and the arable land was thus kept under con¬ 
tinuous cultivation. 

Each manor also possessed large tracts of pasture and meadow, 
described as common land , over which the tenants shared certain rights 
according to the nature and size of their holdings of arable land. 

The holding of each tenant depended on his status. There were a 
number of free tenants and socmen , whose tenures were free and who 
possessed considerable liberty ; then came the villeins , the main body 
of tenants, who were bound to work on the lord’s demesne (or provide 
substitutes) for two or three days a week all the year round as well as 
at harvest time and other times of pressure. Under the villeins were 
many cottars , whose tenures were servile only, and a few slaves, though 
these disappeared soon after the Norman Conquest. 

The villein and the cottar were serfs , bound in serfdom to the soil 
and to the lord of the manor, but enjoying an independent home life 
and possessing rights in any wealth acquired by their labour. They 
occupied a position midway between slavery and freedom. The 
cultivation of the demesne depended entirely on the right of the lord 
to exact labour from his serfs. 

Decline of the Manorial System 

The manorial system declined towards the middle of the fourteenth 
century. By that time the chief feature of the system, the compulsory 
labour services on the demesne, had almost disappeared, and the 
obligations of the serfs to the lord of the manor w r ere being discharged 
by money payments. This practice of commuting labour services into 
money payments originated with the Crusades, when the lords required 
money for their expeditions to the East, and was greatly fostered by the 
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growth of the woollen industry, the great enclosures of land for sheep 
farming, and the scarcity of labour that followed the plagues of 1349, 
1361 and 1369. The labourers were able to find work elsewhere if 
they received no satisfaction from the lord of their manor, for other 
lords were glad of their services, and the growing industries of the towns 
offered ample scope for their energies. 

By the middle of the fifteenth century, the disappearance of the 
manorial system and the rapid spread of commutation gave a vast 
impetus to industry. People became familiar with the idea of payment 
in money, and an adequate metallic currency became essential. Also, 
tenants had to exert themselves to produce from their land a surplus 
over their own requirements for sale in the neighbouring towns, so 
that they could pay their rent. The disappearance of the manorial 
system is thus closely bound up with the growth of industry and the 
development of the towns. 

The Family System 

The manorial system applied essentially to agriculture, but even 
before its advent the foundations of industry were being laid in what is 
known as the Family System of industry. The household or family 
devoted itself chiefly to the cultivation of the land, but, in addition to the 
provision of food, it satisfied its own needs in other ways, the various 
members making clothes, utensils, implements and furniture. There 
was little about the arrangements that could be described as a system ; 
each family catered only for its own wants, and there was hardly any 
specialization of functions or any outside market for the products of 
the workers. Gradually, however, the professional craftsman emerged ; 
probably a man of outstanding skill in a particular craft became known 
in the district, and instead of carrying on industry as a side-line he 
made it his chief business. 

Production was still on a very small scale, and was carried on in 
the worker’s own home or in an adjoining workshop or shed. The 
craftsman laboured sometimes on materials provided by his customers ; 
at other times he produced articles from his own material, and sold 
them to a small circle of neighbours. 


The Gild System 

At this stage there was practically no co-operation between one 
worker and another, but, in time, the traders and craftsmen of each 
town for their protection and mutual advantage formed themselves 
into an association known as a merchant gild , which controlled all the 
uying and selling in the town, with the principal object of preventing 
competition from outsiders. 

As town life replaced the manorial community, we find a continual 
increase in the number of craftsmen employed in the same district 
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in the same trade. Not unnaturally, craftsmen similarly employed 
tended to associate into groups, which became known as craft gilds . 
The object of the craft gilds was to protect the economic interests of 
their members and to supervise the organization of their particular 
trade ; they took steps to prevent defective workmanship and dishonest 
dealing, and in many cases also they provided for the relief of sick and 
unfortunate members. As we should expect, these arrangements 
resulted in a feeling of craft solidarity, in uniformity of organization 
and in improved workmanship. 

By the end of the fourteenth century, just as the manorial system 
was characteristic of agriculture, so the gild system was characteristic 
of industry, which tended to become increasingly centred in the towns. 
Many crafts were controlled and protected by powerful gilds, the 
strength of which was accentuated by the rapidly expanding markets 
for industrial products and by the increased variety of goods required 
to satisfy man’s wants. This resulted in an extension of the types of 
craft, and also in improved organization of those which already existed. 
The typical gildsman became a master craftsman, plying his trade with 
the aid of a number of apprentices and journeymen who could look 
forward to becoming masters themselves in due course. 

The Domestic System 

The gild system finally disappeared in the eighteenth century, but 
long before that time its successor, the Domestic System , had made its 
appearance. 

England’s first great handicraft industry, that of woollen manu¬ 
facture, has been responsible for many great changes, not the least of 
which was its lead in breaking away from the restrictions of the gild 
system. At first England had been content to produce wool for foreign 
makers of cloth, but the institution of weaving in this country was the 
beginning of a period of remarkable progress. In the early stages, the 
weaver produced only for the customer with whom he was in direct 
touch, but later his products were demanded for export abroad and the 
services, of a middleman became essential to link up the worker and his 
market, and generally to supervise the productive organization. 

With a much wider market, the developing industry had at last to 
shake itself free of the fetters of the gild system and to forsake the towns 
for villages in suitable localities, in the neighbourhood of water power 
and supplies of raw wool. Although the craftsmen still worked in their 
own homes, they produced not for themselves but for a merchant- 
employer. The “ clothier ” made his appearance, and gradually came 
to control the whole process of manufacture. He usually provided the 
wool for carders, spinners and weavers, paying each for his work and 
selling the finished cloth on his own account. So it was in other 
industries carried on under the Domestic System ; the middleman 
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not only acted as intermediary between the producer and consumer, 
but also found material and employment for the workers in their own 
small domestic workshops. Thus, the Domestic System may be said 
to mark a transitionary stage between the gild system with its small, 
independent craftsmen, and the Factory System , as we know it today. 


The Industrial Revolution and the Factory System 

During the second half of the eighteenth century and the beginning 
of the nineteenth century, England discovered and revealed to the world 
what could be done by machinery driven by power. First in the field, 
her natural resources enabled her to gain a rapid lead over other 
nations. 

When Watt invented the steam engine in 1776 the domestic system 
was at its height ; but it was not to last much longer. The Industrial 
Revolution, which had begun some years earlier with the development 
in the use of machinery, was accelerated by Watt’s invention. But 
although the discovery of the power of steam was possibly the vital 
force of the Industrial Revolution, other changes of great importance 
were making themselves felt. Everywhere invention and discover}' 
were changing the face of industry and earning forward civilization 
in an irresistible progress. The movement was chiefly in four directions : 

1. Discovery and Development of New Resources. —Chief among 
these were the application of coal to provide fuel and subsequently 
light for home and industry ; the development of new areas (par¬ 
ticularly in the New World) for the production of essential grain 
foods and the raising of livestock—now more needed than ever with 
the great increase in population, and the utilization for the home- 
market of the vast natural resources of overseas territories, especiallv 
mineral wealth and timber. 

2. Invention of New Processes and New Methods. —In all the 
great industries steam power wrought great changes, but its influence 
was accentuated by the invention of new machinery’ which permitted 
the full use of the new power. Examples are the spinning frame and 
power loom, the steam engine, the rolling mill, and the steam 
hammer. In agriculture also great improvements followed the 
system of enclosing the land, and the introduction of new fertilizers, 
new machinery, new methods of tillage and new rotations of crops. 

3. Invention of New Methods of Transport and Communication , 
including the great improvement and extension of railways, roads, 
and canals; the introduction of the telephone, telegraph and 

submarine cable, and the application of steam to the propulsion 
of ships. 

4. Invention of New Productive and Distributive Methods. — 
The growth of industry and trade made necessary the development 
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also of banking and credit organizations, the perfection of the means 

of exchange and of distribution, and the rapid expansion of joint- 

stock enterprise. 

Concurrently with this rapid growth in our productive capacity 
several far-reaching changes were taking place in the structure of our 
economic organization. 

First, there was a movement from the home to the factory. The 
craftsman no longer worked on his own : he became a unit in a large 
organization, performing only a small part of his previous work on 
a given article. His hand labour on the product was subordinated to 
that of the machine, capable of working at a faster rate and with much 
more accuracy. 

Secondly, there was a movement from village to town and in some 
cases from town to village. The individual craftsman found greater 
scope in the town than in the village. On the other hand, some industries 
moved from the town to the village in search of room for expansion, 
for water power and for fuel. But the new industries soon changed 
the villages into flourishing towns, so that in both cases the village 
declined as the town prospered. 

Another general tendency was the movement of population from 
south to north. The north had greater supplies of fuel and iron ore, 
and had other attractions such as good ports and proximity to raw 
materials. Thus labour drifted from the south, where agriculture was 
the only important industry, and one which did not attract a dense 
population. 

At this period, too, can be traced a rapid growth of large-scale 
enterprise , following upon an increased scope for and a greater efficiency 
in the use of capital. The development of machinery was possible only 
if supplies of capital were available, and, generally speaking, the larger 
the enterprise the greater the need for capital. Furthermore, the 
extension of markets to cover the whole world made possible large- 
scale production, which was itself encouraged by the great development 
of joint-stock companies that followed the legalizing of the principle of 
limited liability. 

Finally, as the inevitable result of the vast improvements in the 
methods of production and of the opening up of the great natural 
resources in this and other countries, there was an enormous increase 
in the national wealth. 

Thus industrial organization and methods were completely changed. 
The more enterprising producers who did not hesitate to apply the 
new machinery and the new power in their workshops soon outdistanced 
more conservative competitors. The advantages of a greatly increased 
output with less effort and less expense were too great to pass unheeded. 
In most spheres the small organization was doomed. The vast forces 
of steam and the untiring efforts of the machine dragged to the factory 



INDUSTRIAL EVOLUTION 


21 


both the unwilling worker and the conservative employer, who still 
endeavoured to oppose the relentless march of progress. 

Growth of Commerce 

The vast increase in output tended only to extend the multiplicity 
of man’s wants. Every new machine made possible the invention of a 
better one ; every new product opened up possibilities of still greater 
variety. Population increased by leaps and bounds, and every increase 
meant an extended market. Production no longer aimed at a local or 
national demand; its market was as unlimited as its possibilities were 
boundless. The process is still unfinished ; continually does specializa¬ 
tion become more marked and the organization of industry more 
complex. The vast enterprise employing a multitude of men, with 
enormous resources of land and capital at its disposal, spreading its 
activities from one end of the earth to another, and dealing in an 
immense variety of products and by-products, is an ordinary feature of 
modem industrial organization. 

The development of industry could not have proceeded far had not 
other organizations moved forward also. The early producer supplied 
his own raw materials and tools ; he worked with his own hands in 
his own workshop. Even in the gild system, however, the tools and 
materials were usually supplied by the master, a state of affairs still 
further emphasized in the later stages of the domestic system, when 
the merchant employer planned everything, supplied the raw material 
and hired out the necessary machinery. But since its first advent, 
machinery has tended to become continually more complex and 
expensive ; production has to be initiated long before the product can 
be marketed and a return obtained. The supply of capital has become 
a matter of first importance, and has led to the growth and development 
of the joint-stock company, whereby funds for industrial purposes 
are gathered from a multitude of sources. The employer no longer 
supplies everything ; he plans and organizes , watches markets and 
demand, and in other ways builds up the industry ; but he borrows 
most of his capital, and hires all his labour. To the capitalist he pays 
interest for the loan, and to the labourer wages for work done. With the 
growth of the modern wages system a great gulf widens between 
employer and employed. The former belongs to a distinct, com¬ 
paratively small, birth-limiting and well-to-do-class ; the latter to a 
much larger, more rapidly-multiplying, poorer class, wherein the 
prospects of directly controlling production and becoming more than 
a mere wage-earner are increasingly remote. 

The provision of capital on a large scale has contributed materially 
o the growth of the great banking houses, to the development of the 
stock exchanges and produce markets, and to the remarkable rise of the 
present-day credit system. The modern system of exchange by the use of 
money as superseded the old method of barter; the complex mechanism 
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of international trade and of the foreign exchanges is merely a branch 
of that large-scale organization so characteristic of modern conditions. 

Competition, too, has become much more intense as producers 
have increased in numbers and markets have widened. At first one 
craftsman competed with another to supply a local demand ; today 
the nations engage in economic wars which are as vital in their result 
as warfare in its stricter sense. Modern policies of protection are 
based on considerations similar to those which led to the growth and 
application of the old Mercantilist ideas. 1 The Mercantilists aimed at 
regulating industry and commerce and at controlling the exchange and 
shipment of goods with the object of obtaining for the nation a favour¬ 
able balance of trade. In time, the excesses of Mercantilism led to the 
policy of laissez faire } or non-interference, of which the fundamental 
idea was that industry and trade should be allowed to go their own way 
unhampered by State regulation. The doctrine of Free Trade is based 
on this principle, but today it is practised only to a very limited extent, 
and in all countries there is a large measure of State intervention in 

trade and industry. 

So far as production is concerned, the policy of non-interference 
brought immense expansion, but it resulted in a most inequitable dis¬ 
tribution of che created wealth amongst the classes which had contri¬ 
buted to its production. As a result, the State in all countries was 
compelled to interfere in many directions ; to protect the weak against 
the strong and the callous, and to protect the worker against the 
exactions of the unscrupulous employer. England gave free competition 
a fair trial for many years ; but competition, although free, was not 
equal, and her poorer and weaker classes suffered immeasurably, until 
at last she was compelled to resort to government action to prevent 
the exploitation of those whose condition in life placed them at a 

disadvantage. 



J See pott, Chapters 28 and 35 



CHAPTER 3 


^^ffiJ^IEANING OF WEALTH AND VALUE 

As Economics is concerned with man’s actions in the pursuit of wealth, 
we must clearly understand what is meant by the term “ wealth ” 
when it is used by the economist. 

Utility 

All the possessions, all the articles that constitute wealth have one 
common attribute or characteristic ; they satisfy some want. This 
attribute the economist calls utility. 

Utility is the power that an article possesses of satisfying some human 

want or desire. The desire may be for clothes or for food, for shelter 

or for pleasure ; if it is capable of being satisfied by some commodity, 

then that commodity is said to possess utility. The article may give 

pleasure or it may prevent pain ; it may satisfy hunger or thirst, or 

merely man’s desire to have pleasing articles around him in his home ; 

it may make its possessor clean and neat or it may render him drunk 

and helpless. The object may be pernicious in its effect on the possessor 

or on others, or detrimental to the community generally, but, so long 

as it ministers to some desire of mind or body of the person who wants 

it, the economist regards it as having utility to that person. The 

excessive use of certain drugs and alcohol will do a man much harm ; 

but the economist is not concerned with the harmful or the beneficial 

use of drugs. In both cases they are wanted by man ; they contribute 

to the satisfaction of need and therefore possess utility. Utility is thus 

a relative term expressing the relation that exists between a consumer 
and a commodity. 

Whether a thing is beneficial or not is a matter of opinion and is not 
capable of proof. But whether or not a thing satisfies a want is an 
o jective fact, and is not a matter of opinion. The science of economics 
is not concerned with opinion but with facts that are discernible and 

measurable. 


Value 

a nH A v!T 0 . n V h u ingS that have utiiity are such gifts of Nature as the light 
a ° r SU ^> ^csh air, rain and health-giving winds. But such 

cll iJ? S a -' ree v° t 11, 7 hey * re f ree goods, possessed by no one in parti- 
berailc • 0U ^ ^Y ^ ave great utility, that utility cannot be measured 
in * ln °r m ^ r Y clrcum stances, no one is prepared to give anything 
but nn an f e or t ^ em * other words, these things have great utility, 
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Value is defined as the power that an article possesses of commanding 
in exchange for itself the labour or the product of the labour of others. 
Under modern conditions value is measured in terms of money and is 
then called price. But value is not necessarily measured by money; 
one commodity may be measured in terms of other commodities. In 
a condition of barter this is what actually happens. A certain quantity 
of fruit is bartered for a certain number of loaves of bread ; thr* r *♦ 
is then valued in terms of bread and the bread in terms of th- 
Value is thus ascribed to a thing on account of the actual op. 
exchange of that thing for some other thing or things. 

Clothes, books and furniture are examples of things that ha .., 
they are not free to all, but they are things that nearly everybody wants. 
If a man wants them, he must buy them or make tIf he buys 
them he must pay for them, usually with money that he has received 
in return for his labour. They can be obtained only by giving something 
else in exchange, and the exchange power they command r- ^ents 
their value. 

Value (like utility) is a relative term ; it expresses the 
between two commodities at any particular place or time. ^ 
relation is not fixed. The value of things may 'hange consideraoiv 
according to their situation or according to the time of the year. Ic. 
for example, is more valuable in warm than in cold countries ; and, 
most countries, it has more value in summer thai 

Since value is a relative term, there cannot be a genera! rise in 
values. But as values in a civilized community are expressed in ter s< 
of money and are then called prices , there can be a general rise in prices. 
This means that the value of the measuring rod (i.e., money) has fallen 
while the value of the things measured has increased ; and vice versa. 


Attributes of Wealth 

No man will give anything of value in exchange for something that 
is freely available to him in unlimited quantity and without effort on 
his part. Normally, no man will pay money or give labour to possess 
sunlight or air. A thing has value only when its supply is limit 1 in 
relation to the demand for it. 

An article that has value must be capable of having its ownership 
transferred from one person to another. No man will give anything in 
exchange for an object that he cannot own and possess himself, e.g., i 
the skill of a pianist. Transferability implies that the commodity can 
be possessed and appropriated. In other words, the commodity must 
be separable from its owner, although not necessarily portable. Land is 
transferable in this sense ; although it cannot be carried about, its 
ownership can be transferred. 

To have value, therefore, an article must (1) have utility , (2) be 
transferable , and (3) be limited in quantity . Anything that has value is 
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wealth, as understood by the economist. In other words, wealth consists 
of all those things that have value. 

It is sometimes stated that a fourth condition must be fulfilled ; that 
an article cannot be wealth unless it is the result of labour or sacrifice. 
This condition is unacceptable, however, in that it unnecessarily narrows 
the definition of wealth. The labour involved in producing a com- 
m(^\y is often negligible and not to be compared with the resultant 
vaL s.as, for example, the labour involved in picking up a nugget of 
gold*diamond, both of which are undoubtedly wealth. Again, some 
fn.. of Nature, such as land, minerals, fishing rights and so on, 
arc : p ,y considered as wealth by their owners, although they have 
not involved such owmers in any labour or sacrifice. 

I 

$ 

Forms of Wealth 

qtermr“ wealth ” as we have defined it thus embraces not only 
f ic material goods such as tables and chairs, books, land and houses, 

* '-I'*'- ^ es also such intangible or immaterial goods as the goodwill of 
•nb;S, patents, copyrights, and claims on personal service, all of 
'vnicii satisfy the three, attributes we have specified. These are economic 
9ods, and, although the term goods is applied to all things that satisfy 
nian wants, whether useful or not, only economic goods are wealth. 
Documents of to wealth, such as share warrants, share certi- 
cates, bills of lading, and deeds relating to land and buildings, clearly 
Sr *siy the definition of wealth. They have utility, are transferable from 
one person to another, and are limited in quantity. But such things are 
rea y only evidence of the ownership of wealth. The deeds relating to a 
ouse are evidence of the ownership of the house ; it is the house itself 
at is wealth. Likewise share certificates, w r hich indicate part owner- 

I 'if assets a limited company, are not in themselves wealth. 

1 e all documents of title, receipts for payments and instruments of 

^Th^ arC k eSt re g ar ded as representative wealth. 

e same reasoning applies to such rights or claims to wealth as 
stance policies, which entitle the owner to payment of either a 
Hy’• sum or an annuity. 

aut h°rities consider that, though money fulfils the require- 

quant'tv m that it has utility, is transferable and limited in 

t lt ^ r> folhls these requirements only because it represents wealth ; 

mone^ 0,116 ^ Cannot m * tse V he regarded as wealth. They argue that 

means to a* 0 * ^ ante ^ ^ or * ts own sa ke, but as purchasing power—a 

exchan&^ S . V ^ ew * s acce pted, a gold coin, regarded as a medium of 
wealth ° e * 1S n0t wea ^> ^though the gold of which it is composed is 

as a mpHni* ^ Emitted that the primary function of money is to act 

mo exchange and that, once adopted as such a medium, it 
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can serve for no other purpose, the admission substantiates the claim 
that money is wealth, for, by fulfilling this function, money increases 
the productive powers of the community. 

We cannot, therefore, logically maintain that money is not wealth. 
The possessor of money has a collection of useful objects which, 
just as much as any other useful objects (e.g., a collection of 
antiques), satisfy the pride of possession and are exchangeable for 
other goods. 

This argument applies to both metallic and paper money. As 
exchangeable commodities and lubricants of the economic machine, 
all kinds of money must be considered as wealth. The standard of 
living cannot be raised merely by increasing the volume of money, but 
an increase of money which raises prices might stimulate production 
with consequent benefit to all. There can, however, be too much 
money in circulation relatively to the needs of the community, with 
consequent harmful effects on business generally. But a house may be 
too full of furniture, or a factory too crowded with machinery. The fact 
that an excess of a commodity, in certain circumstances, is not con¬ 
ducive to welfare does not take that commodity out of the category of 
wealth. 

Some goods that are normally free to all acquire value when the 
element of scarcity is introduced into any use to which they are put. 
Thus, the air in an underground railway, unlike the air above ground, 
is limited in quantity, since it is artificially supplied and is transferred 
to the tube tunnels at considerable expense. It has a definite value in 
exchange, and is paid for by every traveller in the price he pays for his 
ticket. The same is true of air in a diving-bell or in a submarine. Air, 
in any such circumstances, is economic wealth. 

Again, ice produced by refrigeration in tropical or temperate 
regions has value, whereas the unlimited ice of the polar regions has 
no value. 

What can we say of personal attributes which are not common to 
all, such as special skill, dexterity or ability ? Is the skill of a great 
surgeon wealth ? To some extent it is innate in the possessor, but it 
may be improved by practice or by training. The first-class surgeon 
has to undergo long and expensive training to acquire the skill that 
makes him famous. But the skill itself is not transferable , although it 
makes possible the transference of services of high value ; hence we 
cannot regard the skill of a surgeon as economic wealth although he 
may so regard it, and may protect himself in the event of its loss by 
insuring his hands or eyesight. Such skill is best regarded as personal 
wealth . Similar reasoning may be applied to the skill of an engineer, 
the trained voice of a singer, the strength of a workman, and the nimble 
fingers of a lace-maker. Their loss would entail much hardship to 
their owners ; many people would give much wealth to be possessed 
of such qualities; but in themselves these qualities are not economic 
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wealth, although the services they make possible are rightly regarded as 
wealth and may command appreciable salaries, fees, commissions or 
wages. 

Classification of Wealth 

We may distinguish several classes of wealth, some of which are 
distinct, while others are inclusive or overlapping. The term national 
wealth is often used to mean not only the wealth of the individual 
members of the nation, but also such natural advantages of a country 
as climate, geographical position, the characteristics of the inhabitants, 
and other immeasurable advantages which may comprehensively be 
described as the “ national goodwill.” Sometimes the term social 
wealth is used to indicate what we have just described as national 
wealth, but it is preferable to restrict the-term social wealth to what 
may be described as communal wealth, as opposed to individual or 
private wealth. Communal wealth consists of such things as roads, art 
galleries, public buildings, docks and harbours, which are owned 
municipally or nationally and maintained in the common interest. 
Private wealth consists of the possessions of individuals or of groups of 
individuals such as trading companies, sports associations and private 
charitable institutions. 

Capital Wealth and Income Wealth 

In early conceptions of the term, wealth was identified as the stock 
of material things in existence at a given time. Now, however, econo¬ 
mists regard wealth from two aspects : as (1) a stock ( capital wealth ), 
and (2) a flow ( income wealth). This division applies irrespective of the 
duration of the flow; for instance, a loaf of bread, a suit of clothes, and 
a house are capital when considered at any moment, although their 
income-yielding periods differ considerably. A loaf of bread may 
yield all its income of satisfaction in a few minutes, whereas a house 
may yield an income over many years. 

Thus capital has one characteristic—amount ; income has two— 
time and amount. Capital may be regarded as wealth in its static 
aspect and income as wealth in its dynamic aspect. 

The ahnual produce of a nation, that part of wealth regarded as 
income, is the amount of goods produced by the people of the nation 
during the course of a year, and thus represents the annual addition to 
the wealth of the community, i.e., the national income or dividend. 

The net income is obtained by deducting from the annual gross 
income the value of the goods, machinery and plant used up in the 
process of the annual production. Part of the net income consists of 
consumers goods (i.e., goods directly used by consumers), while the 
remainder consists of producers' goods (i.e., equipment used in 

production). v M r 
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Wealth and Welfare 

The economist regards as health only those things that possess 
value ; when he says that an unlawfully used drug or a pernicious book 
is wealth and that air is not wealth, he does not mean that the drug or 
book is desirable and air undesirable. What he means is that people 
are prepared to give something in exchange for the drug or book, but 
that they are not prepared to pay for air, the supply of which is unlimited 
and free to all. 

The economist does not ignore the fact that many things which he 
regards as wealth may not be conducive to man’s welfare or well-being, 
or that many things which he does not regard as wealth in a scientific 
sense are nevertheless of untold benefit and utility to man. He confines 
his study to wealth because conceptions of welfare vary so widely, 
according to each person’s ethical, political and aesthetic outlook. 
Conceptions of welfare are matters of opinion, not of fact. 

Such conceptions are concerned, not with the relative scarcity of a 
commodity or with the fact that the ownership of an article can or 
cannot be transferred, but with the benefit of the commodity to the 
consumer and with its power to contribute to his physical well-being. 
Thus, in any consideration of welfare we must distinguish between 
different kinds of wants, and we cannot ignore the physical and moral 
effects of the way in which human needs are satisfied. 

Although conceptions of wealth and welfare diverge so widely, we 
must remember that they are intimately related to one another. While 
wealth .is the immediate purpose of all economic activity, the ultimate 
object of such activity is welfare, though this end may be concealed in 
the complications of the present industrial system. In earlier times 
man produced for his own immediate benefit; now he produces, not 
for his own consumption, but to obtain such wealth in the form of 
money as will enable him to command the goods he requires to satisfy 
his needs. The ultimate object of his efforts is the welfare of himself 
and his family. Wealth is but the means to that end. Wealth is the 
means of enjoyment and satisfaction of wants ; welfare is actual enjoy¬ 
ment and the gratification of need. 

We must remember, too, that the total wealth produced by a 
community is the fundamental source of the welfare of its people. Not 
only does that total determine the general standard of living in the 
community, but the manner in which it is distributed among the various 
classes of people determines their relative standards of living. If wealth 
is very unequally distributed, some classes may live in poverty and 
wretchedness while others are wrapped in luxury and content. 

The way in which wealth is produced and the type of the product 
are also important in their influence on welfare. Unhealthy conditions 
of employment, long hours, monotonous, burdensome tasks, and the 
production of imperfect or inefficient articles—all these are instances 
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of the sacrifice of well-being to wealth-getting, and the development 
of productive efficiency at the expense of welfare. 

Happily, all modern governments recognize these vital influences 
of wealth on the well-being of the masses. Heavier taxation of the rich 
enables the State to increase the welfare of the poorer classes by caring 
for education and sanitation, and by providing parks, playing-fields, 
houses, libraries and museums, all of which add to the real income of 
the less fortunate members of Society. Moreover, by imposing certain 
minimum standards of wages and working conditions, by encouraging 
industries the products of which are essential to the sustenance and 
well-being of the people (e.g., agriculture), and by fostering the growth 
of methods of control which give the workers scope for self-govern¬ 
ment (e.g., co-operative methods), the State attempts to relate wealth to 
welfare and thus to raise the general as well as the relative standards of 
living within the community. 


THE CONSUMPTION OF WEALTH 


CHAPTER 4 

MAN’S WANTS AND THEIR SATISFACTION 

^he motive of all human activity is the infi nite nee d of man. Man’s 
wants vary from the elemental needs that must be satisfied to preserve 
life, to the desire for the most sumptuous goods that add to the fullness 
of living. Consumption is the satisfaction of all these wants and the 
activity of man everywhere is directed to that end. 

Consumption involves the exhaustion or destruction of values. 
This destruction may take place in a very short period, as when a cake 
of soap is used ; or it may be spread over a much longer time, as when 
a house satisfies the need of several generations for shelter and comfort. 

The fact that satisfaction is yielded either once and for all, oi over 
a long period of time, is of no importance. What is important is that 
some need has made itself felt and that something is produced and 
consumed to satisfy that need. 

Demand 

Because human wants provide the initial impulse of all production, 
consumption controls the direction of productive effort. But wants 
alone will not initiate production. Starving men need bread, but, if 
they cannot pay for it , they will go unsatisfied and bread will not be 
produced for such as they. On the other hand, rich men want expensive 
cigars, and, because they have the means to pay, cigars are produced 
for them. Hence, to control the direction of productive effort, there 
must be a want supported by ability and willingness to buy the thing that 
satisfies that want. This we call effective demand. 

Few people are able to satisfy all their wants because their resources 
(i.e., their incomes) are limited, and, at any moment, fixed. Hence, 
practically all people have to make decisions as to which of their wants 
they will satisfy, i.e., in which directions they will spend their money. 
These decisions may not be taken afresh every day or every week— 
many of them remain relatively unchanged for long periods because of 
the influence of custom or habit. Some may depend on decisions or 
agreements made in the past, as when a man has to go on paying the 
same rent for his flat; and allowance has also to be made for such 
factors as the desire for variety, which may lead a man to make one 
decision today and a different one tomorrow. 
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But, taking a long enough period of time, it remains broadly true 
that every person has a certain scale of preferences with regard to his 
wants and purchases ; he puts necessities first, comforts lower down, 
and luxuries further down the scale. And according to this scale he 
distributes the limited amount of money he has to spend among the 
various goods and services he wants. 

The prices of these goods and services are not affected by the 
decisions of a single consumer. They depend on the aggregate demand 
of all consumers. The single consumer must take prices as given, 
i.e., he must accept them as they are. Given the prices prevailing and 
the average consumer’s scale of preferences, we can roughly predict 
how he will distribute his expenditure. He cannot buy everything he 
wants because his supply of money is limited ; but he zvill try to obtain 
the maximum satisfaction from the expenditure of his available supply of 
money . He will try to distribute his expenditure over various com¬ 
modities in such a way that he cannot gain by spending the same 
amount of money in any other way ; in other words, he will try to 
obtain the greatest utility from his expenditure on his various purchases. 


Marginal Utility 

At this stage it is necessary to introduce the concept of what 
economists call the margin. Sooner or later, every consumer reaches a 
point in his purchases of a particular commodity when he will not buy 
any more of that commodity at the ruling price, but will prefer to spend 
the same amount of money on something else, or on an additional supply 
of something else, that he wants. After this point, the utility to the 
consumer of an additional supply of the commodity would be less than 
the utility of a supply, or of an addition to his supply, of an alternative 
commodity or commodities on which he can spend the same amount. 

It is this last unit of a commodity that the consumer is only just 
induced to buy which is significant from the point of view of economic 
analysis. In Economics, this is termed the marginal unit , and the 
increment of satisfaction which the consumer derives from that unit 
measures the marginal utility of the commodity to the consumer. 

he word marginal” is used advisedly, in preference to terms 
such as final unit and final utility , for there is no difference in the units 
themselves. The last unit bought is no bigger, no smaller, no better 
or no worse than the first or the second ; it is only the relative utility 
or the units to the consumer that is in question. If a consumer buys 
tour loaves of bread every week, the marginal utility of bread to him is 

. e actuall y bought, for he may buy all four loaves 

a , * C /f.H ? 6 bme. The marginal utility of bread to him is measured by 

e additional satisfaction he derives from having four loaves rather 
than three. 

We can now lay down the rule that the consumer derives maximum 
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satisfaction from his expenditure when the last unii of money in all the ways 
in which the consumer's income is spent yields him the same increment of 
satisfaction. Or, to put the same thing in a different way, his satisfaction 
is maximized when the marginal utility of money spent on each of his 
purchases is the same. 

At this point, he will be indifferent as between the various ways in 
which he can spend his money because a unit of money will give him 
the same satisfaction whatever he buys. He can gain nothing by 
rearranging his expenditure in any way. Before this point is reached, 
he might add to his satisfaction by buying a little more of this or a 
little less of that. If, for instance, the additional utility he obtains from 
a shilling spent on cigarettes is greater than the additional utility he 
obtains from a shilling spent on bread, he will gain by buying more 
cigarettes. But at the point where the marginal utilities of all his 
outlays are the same, he can add nothing to his satisfaction by re¬ 
arranging his expenditure ; in other words, he has solved his problem 
of maximizing his satisfaction. 

This point, however, is only of significance to the consumer. It is 
of no immediate consequence to the shopkeeper. He charges the same 
price for each loaf of bread. Although the consumer values each 
additional unit of a commodity less than previous units, he does not 
pay different prices for the additional units he buys. The fact that he 
equates the marginal utilities of his expenditure on various purchases 
means only that the price he has to pay for each commodity is sufficiently 
low to induce him to buy the number of units of that particular com¬ 
modity that he actually does buy. 

Throughout the foregoing explanation we have expressed marginal 
units in terms of money ; i.e., as the unit of a commodity that can be 
bought for a unit of money. The reason is that in comparing marginal 
utilities—the utility of the marginal unit of each commodity—we cannot 
compare arbitrary physical units like a loaf of bread, a packet of 
cigarettes or a ton of coal. We can compare marginal utilities of different 
commodities only in terms of the units that can be purchased with 
the common resource that has to be distributed among all purchases, 
i.e., money. And as most consumers count their shillings and even 
their pence in their day-to-day decisions (whether to buy an extra 
magazine, or to have coffee with their meals, or to take a taxi), it is 
better in considering marginal utilities to take a small unit of money 
like sixpence or a shilling rather than a pound. 

It must again be emphasized that it is the marginal utility of a com¬ 
modity that is significant and not the total utility (i.e., the total satis¬ 
faction derived from the consumption of the whole quantity of the 
commodity that a person buys at any given time). What matters is the 
decision whether or not to buy a little more or a little less of a particular 
commodity. For instance, a man might spend 5s. a week on cigarettes 
and only Is. a week on bread. Clearly, the want satisfied by bread is 
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much greater than that satisfied by cigarettes ; for if a person has to 
choose between them he will go without cigarettes altogether rather than 
have no bread. But this is not the kind of choice most people have to 
make. At the margin where the consumer makes his decisions, he 
equates the utilities he can derive from the marginal unit of money spent 
on cigarettes and on bread. It is not a question of comparing the total 
utility of cigarettes with that of bread. (See also page 42.) 


Law of Diminishing Marginal Utility 

A consumer will stop buying a commodity if he can derive greater 
satisfaction from spending his money in buying some other commodity; 
He will apply this rule to all his purchases ; and, in general, the greater 
his stock of any commodity, the more easily can he dispense with 
additional supplies of it. In other words, there comes into operation 
the Law of Diminishing Marginal Utility, which states that the marginal 
utility of a commodity to the consumer diminishes zcith every increase in 
the amount of it he already has. 

But the marginal utility of any commodity is always relative to that 
of other commodities. It is not an absolute quantity—there is no way 
of expressing or measuring absolute utility. All the consumer can do is 
to compare marginal utilities—he cannot measure them. The concept of 
the margin, however, enables us to dispense with the idea of measuring 
utilities ; it is enough if the consumer finds the additional utility from 
his stock of any one commodity greater, or smaller than, or equal to, 
the extra utility he would obtain from an additional supply of another 
commodity ; he need not even know how much greater or how much 
smaller. What he compares are the satisfactions he would derive by 
spending another unit of money (e.g., another shilling or another 
sixpence) on either of the two commodities. 

From the Law of Diminishing Marginal Utility, we deduce the 
important conclusion that the marginal utilities of a person s expenditure 
on all the commodities he buys must reach a point of equality ; at that 
point, a unit of money will not give a person more utility when spent 
on one commodity than another. No consumer wishes to go on 
indefinitely adding to his stock of any one commodity, however useful 
it may be ; especially if in so doing he has to cut down his purchases of 
other goods. Sooner or later, as his stock increases, he finds that he 
derives equal, and eventually greater, satisfaction by spending a unit 
of money on something else. 

To recapitulate : marginal utility is a function of supply, i.e., it 
depends on the quantity of goods possessed by a purchaser. The more 
a consumer has of one particular commodity, the less he is prepared to 
spend on additional supplies of it, other things (including his tastes and 
he price of that commodity) remaining the same. The effect of a 
change in tastes is dealt with on page 42, and of a change in price on 
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page 35. For the present, all we need to know is that the consumer 
will equate the marginal utility of money spent on his various purchases : 
if, for instance, he has 6s. to spend, he may spend 5s. a week on 
cigarettes rather than 4s. 6d. and Is. a week on bread rather than 
Is. 6d., so that the satisfactions yielded by the last penny spent on 
cigarettes and on bread are equal. 


Diminishing Marginal Utility of Money 

It is considered by some economists that money also is subject to 
the Law of Diminishing Marginal Utility—that successive increments 
of money within a given time bring additional satisfaction but at a 
diminishing rate. To a rich man a £1 note is only one of many notes 
which he possesses. He can hand it to a beggar without hesitation and 
with little feeling of loss. To him the note has comparatively small 
utility ; to the beggar it may mean temporary immunity from starvation 
—its utility is considerable. But additional notes would give the 
beggar a diminishing rate of satisfaction, although every extra unit of 
money would have for him much more utility than a similar addition 
of money to the amount already possessed by a wealthy man. 

The theory and practice of modern taxation are to some extent 
based on the recognition that the marginal utility of money to the rich 
is less than the marginal utility of money to the poor, and that to take 
£10 from a rich man will inflict very much less hardship than to take 
£10 from a poor man. 

Although the foregoing argument seems plausible, some economists 
question whether we can apply the conception of marginal utility to 
money, on the ground that money represents not one commodity but 
all commodities, because it is immediately exchangeable for any other 
commodity. It is true that desire for one commodity decreases with 
additions to its stock, but a limit to the desire for commodities in general 
is difficult to conceive. A wealthy man may have satisfied all ordinary 
needs and yet have an unsatisfied desire for steam-yachts, palaces, 
valuable pictures, even prestige, which can be obtained only by the 
acquisition of more money. 

Economists who object to the conception of the diminishing utility 
of money point to the impossibility of comparing the satisfactions of 
two different persons ; they argue that this is a matter quite different 
from comparing the satisfactions that one person experiences in relation 
to increasing quantities of a single commodity. When we say that an 
additional £1 is of less utility to a rich man than to a poor man, we are 
influenced by our ideas of justice. The truth of such a statement cannot 
be verified, although the satisfaction obtained by either man from the 
additional £1 may be less than that obtained by the same man from 
any earlier £1. Here again, we are faced with a conflict between opinion 
and objective fact. 
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While the utility of additional units of money may therefore 
diminish for the same person, it is doubtful whether any person ever 
reaches a point when no more money is desired. 

On the whole, it seems doubtful whether the Law of Diminishing 
Marginal Utility can be held to apply even to the amount of money 
in the possession of any one person. At any given moment, a man’s 
income is fixed ; accordingly, the marginal utility to him of money 
is a fixed quantity, and it is similarly a fixed quantity in each use to 
which he puts it. If his stock of money increases, i.e., if his income 
rises, we cannot compare his present position with his previous one 
because other things are no longer equal ; and there is accordingly no 
valid basis for a comparison. The Law of Diminishing Marginal 
Utility for other goods operates only if other things remain equal . This 
means, among other things, that the law will apply only as long as the 
consumer’s income remains unchanged. 

Demand Curves 

The need for any commodity varies with the consumer ; one may 
be content with two loaves of bread each week, another may want five. 
Thus the marginal utility of a given supply of bread is different for 
different persons. In Economics, however, we are concerned with the 
demand of consumers in general ; the buyer of bread is taken as a type ; 
he represents individuals in the mass. From the combined demands 
of all such individuals we can draw up a demand curve and a demand 
schedule (see page 37), which indicate the effect of a change in price 
on the total amount bought. 

Other things being equal, more of a commodity or service will be 
bought at any given price than at a higher price and a fall in the price 
of any commodity will cause a larger amount of it to be sold. In other 

words, the usual demand curve will slope downwards to the right_ 

the lower the price, the more will be bought. 

The explanation follows from the marginal analysis. At a given set 
of prices, the consumer tries to equalize the utilities to him of his mar¬ 
ginal outlays on each commodity that he buys, and, at the prevailing 
price, he will not buy further units of any commodity. But when there 
is a fall in the price of any commodity, e.g., fruit, the marginal sixpence 
spent by a consumer on fruit will purchase more than before ; i.e., the 
marginal utility of money spent on fruit will be greater than themarginal 
utility of money spent on other things of which the prices have remained 
unchanged. The consumer will accordingly increase his purchases of 
fruit. By doing so, he will again reduce the marginal utility to him of 
a unit of money spent on fruit relative to its marginal utility when spent 
on other goods (because, as we have seen, marginal utility is a function 
of supply), and he will go on making such adjustments in his purchases 

until the marginal utility of money spent in all lines of his expenditure 
is again the same. 
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This aspect of demand is of importance to sellers, because, at the 
prevailing prices, consumers arrange their expenditure so as to gain 
maximum satisfaction, and at those prices they will not buy any more 
of one commodity, such as fruit, than they are in the habit of buying. 
Consequently, if the supply of fruit increases without a corresponding 
change in the tastes or inclinations of consumers, the whole supply will 
not be sold unless price falls. When the price is lowered, the marginal 
utility of money spent by consumers on fruit increases relatively to the 
marginal utility of money spent on other commodities, and consumers 
buy more fruit. 

Elasticity of Demand 

In general, the marginal utility of anything diminishes with an 
increase in its stock, and consequently, the demand price, i.e., the price 
consumers will pay, falls as supply increases ; and the demand falls 
with every increase in supply-price, i.e., the price at which goods are 
offered. As we have stated, however, the demand for some commodities 
falls more rapidly than the demand for others. It is obvious that an 
increase in the price of mouth organs would considerably diminish the 
number demanded ; whereas the price of necessaries such as bread 
could be considerably raised without seriously checking the demand. 
Demand for any commodity is said to be “ elastic ,” or sensitive , when 
a rise or fall in the price causes a marked fall or rise in the amount 
demanded . On the other hand, demand is said to be “ inelastic ,” or 
unresponsive , when a rise or fall in price causes relatively little fall or 
rise in the amount demanded. 

It can now be realized that where marginal utility falls rapidly 
with increasing supplies, consumers will buy additional units only if 
the price falls markedly ; in other words, a small fall in price will have 
little effect on demand. The marginal utility of bread falls rapidly 
after ordinary needs are satisfied, and, if the demand for bread is to 
expand to any extent, price must fall considerably. Hence, where 
marginal utility falls rapidly, demand is inelastic. 

Conversely, when marginal utility falls slowly with increasing 
supplies, consumers buy additional units if price falls by only a little ; in 
other words, a small fall in price will lead to a considerable extension in 
demand. The marginal utility of wine falls slowly because people 
normally cannot buy as much as they like, and a small fall in price will 
cause much more to be bought. Hence, where marginal utility falls 
slowly, demand is elastic. 

Economists consider elasticity of demand to be unity when tne 
amount demanded at a price multiplied by the price (that is the aggre¬ 
gate sum paid for what is sold) remains constant over a given range of 
prices. In other words, the elasticity of demand is unity when the total 
amount spent on a commodity does not vary with changes in price. 

The elasticity of demand is said to be greater than unity if the total 
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Motor Cars—Demand Schedulb (Elastic) 


Price 

Number Demanded 

Aggregate Price 

£600 

6,000 

£3,000,000 

570 

10,000 

5,700,000 

550 

15,000 

8,250,000 

530 

20,000 

10,600,000 

500 

30,000 

15,000,000 


DEMAND CURVE FOR MOTOR CARS 



Bread—Demand Schedule 


Price in Pence 
10 
9 
8 
7 
0 
5 


Number Demanded 
1,000 
1,050 
1,126 
1,200 
1,275 
1,400 


(Inelastic) 

Aggregate Price 

10,000d. 

9,450d. 

9,000d. 

8,400d. 

7,650d. 

7,000d. 


DEMAND CURVE FOR BREAD 
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amount spent on a commodity within a given period increases when the 
price of the commodity falls, or if the total amount spent within the 
same period decreases when the price of the commodity is raised. 
Conversely, the elasticity of demand is said to be less than unity if the 
total amount spent on a commodity within a given period decreases 
when the price of the commodity falls, or increases when the price 
rises. For example, if 1000 hats are sold in a given period when the 
price is 16s. per hat (total amount spent = 16,000 shillings), and if 2000 
are sold during an equal period of time when the price falls to 10s. 
(total amount spent = 20,000 shillings), then the elasticity of demand 
for hats in this example is greater than unity. If, however, the price 
falls to 5s. and only 3000 hats are sold (total amount spent = 15,000 
shillings), then the elasticity is less than unity. Or we may say that for 
this last reduction in price the demand is comparatively inelastic . This 
example is an extreme one intentionally exaggerated to explain the 
conception of elasticity of demand more clearly, but such variations 
would not usually arise in regard to the same commodity. 

The conception of elasticity greater or less than unity is of great 
importance to the manufacturer. If he is to lower his price, a mere 
increase in the number of units sold is not his aim. He wants the 
increase to be of such extent that his receipts are increased, and for 
this to occur, elasticity of demand must be greater than unity. 

In the diagrams on the previous page the interaction of price and 
demand is shown. In the first diagram, illustrating the elastic demand 
for motor cars as the price of motor cars falls, demand is seen to 
increase more than proportionately to the fall in price. In the second 
diagram, illustrating the inelastic demand for bread, the demand 
increases when price falls, but the increase is relatively small compared 
with the fall in price. Prices are measured along O Y and quantities 
demanded along OX. 

The important thing to notice is that a small change in price in the 
case of motor cars has a marked effect on the demand, whereas in the 
case of loaves a fairly large change in the price has a relatively small 
effect on demand. In the case of motor cars the aggregate price paid 
increases as the price falls and decreases as the price rises. The aggre¬ 
gate price paid for loaves decreases, however, as their price falls and 
increases as price rises. 

Cumulative (or Total Outlay) Demand Curve 

The Cumulative Demand Curve, or Total Outlay Demand Curve, is 
another type of curve that illustrates the effect of price changes on 
outlay. On the horizontal axis are measured the quantities demanded, 
but on the vertical axis, instead of price per unit, are measured the 
total outlays corresponding to the amount demanded. (See page 39.) 

A curve of this kind, drawn from the figures in the following table, 
shows that outlay increases to a maximum and then decreases. Since 
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demand increases only when price falls, the elasticity of demand is 
greater than unity where the curve is rising, and less than unity where 
the curve is falling. The steeper the rise, the greater the elasticity ; 
the steeper the fall in the curve, the more inelastic the demand. 

If the curve neither rises nor falls, the elasticity is unity because 
a change in price affects demand but does not alter the total spent. 


DEMAND SCHEDULE FOR CARS, SHOWING TOTAL OUTLAY 


Price 

Number Demanded 

Total Outlay 

£ 2,000 

6,000 

£ 10,000,000 

1,600 

10,000 

15,000,000 

1,400 

16,000 

21,000,000 

1,060 

20,000 

21,000,000 

800 

25,000 

20,000,000 

600 

30,000 

16,000,000 

400 

35,000 

14,000,000 

300 

40,000 

12,000,000 

200 

46,000 

9,000,000 



Conditions under which Demand Varies 

It is not easy to decide, in every case, whether the demand for an 
article is elastic or not. In fact, the demand for an article may be elastic 
tor a certain range of price and inelastic for other ranges ; e.g., the 
demand for coffee between the prices of Is. 6d. and 3s. per lb. may be 
elastic but inelastic between 5s. and 10s. per lb. In some cases, too, 
demand will increase for a short time when price falls but not for lone 
as may happen in the case of gramophones. 

. he ^ception of elasticity of demand is, in fact, one that needs 
to be applied very carefully in practice : it should be applied only to 
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the effects of relatively small changes in price during short periods of 
time within which the intensity of demand for the commodity remains 
constant. Unless this is done, the effect on demand of changes in price 
may be obscured by the effect of changes in the habits and customs of 
consumers, or, in the case of sudden considerable changes in price, by 
the effect of the operations of dealers. Such dealers often buy on a 
rising market in anticipation of a further rise, while they frequently sell 
on a falling market in anticipation of a further fall. Such actions do 
not, however, indicate the fundamental conditions of demand, nor do 
they afford a true test of elasticity. The principal general conditions 
influencing elasticity are set out below. 

1. Demand for luxuries is usually elastic while demand for necessaries 
is usually inelastic. —This is so because certain things which are essential 
to life will be demanded at any price, whereas luxuries and inessentials 
can more easily be dispensed with. 

This general rule is, however, subject to certain exceptions. For 
instance, in certain walks of life many things, e.g., motor cars, are con¬ 
sidered to be necessaries : they may be termed conventional necessaries. 
Some people would still buy them even if the price rose considerably. 
Then, again, in the case of objects of great value, such as diamonds, 
the demand is comparatively inelastic because their value is determined 
chiefly by their scarcity and the fact that they are regarded as marks of 
distinction, as evidence of wealth, standing or social eminence. If the 
price of diamonds fell considerably some people might buy diamonds 
who would not previously have done so ; but, on the other hand, the 
people who had previously bought diamonds, because of the social 
distinction which their possession conferred, would cease to buy them. 
When such articles become cheap and available to the many they lose 
their former attractiveness to the more fortunate few, and the demand 
therefor tends to fall. The motive behind demand is thus of considerable 
importance in its effect on the elasticity or inelasticity of the demand. 

Again, even in the case of necessaries, the degree of inelasticity 
may vary considerably, chiefly according to the importance of the item 
in the average plan of expenditure. Such a small proportion of the 
average income is spent on salt or matches that an increase of fifty 
per cent, in the price of such articles would make little difference to 
demand ; but the same percentage rise in the cost of clothes or shoes 
would be not inconsiderable and would doubtless tend to greater 
economy and a falling off in demand. 

2. Demand is more elastic if the commodity has a variety of uses than 
if it has only one use, for if the price falls there are more consumers, 
e.g., doth remnants. 

3. Demand is more elastic if it can be postponed. —For example, if 
the price of woollen clothes w r ere doubled people would postpone their 
purchases and would continue, for a time at any rate, to wear their old 
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clothes. This obviously could not be done in the case of commodities 
such as fresh vegetables. The demand for necessaries in constant use. 
e.g., bread, could not be postponed on account of a rise in price. 

4. Demand is more elastic where there are substitutes .—If the price 
of tea rose to 10s. per lb. and the price of coffee was unchanged, many 
people would buy coffee instead of making their usual purchases of tea. 
The increased demand for coffee would, of course, tend to raise its 
price—indicating that the prices of two commodities regarded as satis¬ 
factory substitutes tend to move in sympathy. It should be observed, 
however, that although the demand for one of two substitutes may tend 
to be more elastic because the other is available, the total demand of 
the community for both may be inelastic. 

5. When prices are very high or very low , elasticity is small .—When 
the price is very high the article is bought by people who will buv at 
any price, so that a slight reduction hardly affects the number of 
consumers, e.g., pearls and diamonds. When prices are very low every 
one can buy who wishes to buy, and a further reduction in price makes 
hardly any difference in the amount demanded, e.g., soap and salt. 

6. Demand for a commodity may be elastic in respect of some uses of 
that commodity , but inelastic in respect of other uses .—A good example 

is coal, which serves the modern community in many ways_as a 

source of heat and warmth in house and office, as a source of power in 
the factory and on the railway, and as a raw material for the production 
of coke and gas for heating and lighting purposes. The total demand of 
a community for coal, i.e., the social demand for all purposes, would be 
comparatively inelastic at all prices; but if the price of’coal rose 
considerably, the demand therefor for heating the drawing-rooms of 

middle-class houses would be far more elastic than the demand for 
coal for cooking purposes only. 


Law of Demand 

The Law of Demand is frequently expressed in the statement that 

a rise in the price of a commodity or service is followed by a reduction in 

demand, and that a fall in price is followed by an increase in demand 

this statement is true only if “ conditions of demand ” remain the 

same, i.e., if there is no change in the relationship between the quantity 

ot the commodity demanded and the price charged for it over a piven 
period of time. 6 

We can draw up a demand schedule such as the ones on page 37 
only if we take a short enough period of time, e.g., a week, during which 
we can assume that the conditions of demand remain the same, and so 
isolate the effects of changes in price on the amount demanded.’ Thus 
such a schedule gives us a series of statements about the state of demand 
at the successive prices while conditions remain the same ; but conditions 
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do not always remain the same ; they may be modified by many factors. 

Changes in the demand for a service or a commodity may take 
place quite independently of changes in price ; as, for example, owing 
to changes in seasons, fashion, custom, habit or popularity. The 
development of the taxi caused the demand for hansom cabs on the 
London streets to fall away entirely—a change in demand quite un¬ 
related to any change in the price of hiring hansom cabs. Woollen 
clothes are more in demand in winter than in summer, when cottons 
and silks are mainly worn. Again, a rise in the price of a commodity 
may only retard, and a fall in price merely expedite, an increase in the 
demand for that commodity which is taking place independently of 
price. Thus, the increasing demand for refrigerators is to some extent 
independent of their fall in price : what was once a rich man’s luxury is 
becoming a “ conventional necessary ” for ordinary middle-class 
people. Similarly, a fall in the price of an article may only retard a fall 
in demand that is already taking place by reason of the diminished 
popularity of the commodity with the consumer. Thus, the fall in the 
price of battery-operated wireless sets for a time checked the fall in the 
demand for such sets which resulted from the introduction of the more 
popular all-mains receivers. 

A distinction must, therefore, be drawn between changes in demand 
arising from changes in price, and changes in demand caused by factors 
other than price. Where the conditions of demand remain the same, 
changes in the quantity demanded may take place as a result of changes 
in price. Such changes are called extensions or contractions of demand ; 
they refer to elasticity of demand ; and are represented by movements 
up or down a given demand curve. A valid demand schedule intended to 
show variations in the quantity sold directly resulting from changes in 
price can be drawn up only on the assumption that other things remain 
the same. When these conditions change, we must have a new demand 
schedule ; the existing one is no longer valid. 

A change in demand caused, for example, by a change in income or 
fashion is called an increase or decrease of demand—such a change is 
caused, not by a change in price, but by a change in the conditions of 
demand, and is represented by a new demand curve to the left or right 
of the previous one. (See page 44.) 

Clearly, factors causing an increase or decrease of demand are of 
importance when we consider long-period changes in demand. The 
statement of the Law of Demand given above can be applied with 
comparative safety only to relatively small changes in price during 
relatively short periods of time (e.g., a week). 


Marginal Utility and Price 

Broadly speaking, the individual consumer must accept prices as 
he finds them and distribute his expenditure accordingly. To him, 
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the marginal utility of any commodity will vary as the price of that 
commodity varies. But, taking consumers as a whole, their combined 
demands will affect the quantity sold, and will consequently affect the 
price. If, for instance, the price of fruit rises, some consumers who 
had been buying fruit will find that some other commodity now has a 
greater marginal utility to them ; and they will buy less fruit. If the 
price charged is not low enough to sell the whole amount coming 
forward for sale in a given period, i.e., not low enough to tempt the 
marginal consumer who is undecided whether to buy fruit or something 
else, the price must be lowered. 

Similarly, if the price of fruit falls temporarily, some consumers 
will want to buy more fruit, and others will for the first time find it 
worth while to buy fruit. If many consumers react this way, more fruit 
will be demanded than is offered for sale. Consumers will not be able 
to obtain all the fruit they want at the lower price, so they will offer 
higher prices, while sellers, realizing the position, will charge more, 
and the price of fruit will again rise. 

With a given state of demand, therefore, there can be only one price 

at which the whole amount of fruit coming forward for sale will, in fact, 

be sold. So, although the individual takes prices as he finds them! 

consumers in general can and do help to determine what those prices 

shall be as a result of their combined decisions to buy or abstain from 
buying. 

It must be emphasized again that it is the marginal utility of fruit 

to the consumer that is of significance in helping to determine its price. 

All the fruit will be sold only if consumers who are on the margin of 

doubt whether to spend an extra sixpence on fruit or on something 

else decide to spend it on fruit. The seller, therefore, has to take into 

account the demand of the marginal buyer and not of those who would 

buy fruit whatever the price. And he must offer all his fruit at the 

price needed to attract the marginal buyer; for in any organized 

market only one price can be charged for the same commodity at anv 
one time. J y 


The principle that the marginal and not the total utility of a com- 
modity is relevant m connection with the study of prices supplies us 
th the explanation of what is often called “ the paradox of value,” 

thev i at jewe s cost f ? r more than necessaries like bread though 

we mn j ^ CSS T ll,ty t0 the consumer - For the explanation of this 

h™ C r dCr thC u He kind ° f Ch0ke that most consumers 

k A , nc ? between boymg a jewel costing £20 and going 

but between buymg a little more of things like food or clothes <Khich 

noAT.?a„v XV r d b " yi ”S J'"' 1 *. °f which 

jewel rather H H Pre /T t0 S P end an “Atonal £20 on the 

1 el, rather than on more clothes. This is the margin where £20 
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yields him more satisfaction when spent on a jewel than when spent on 
clothes. 


Price Under Changed Conditions of Demand and Supply 

So far we have considered cases where conditions of demand and 
supply are assumed to be unchanged. On these assumptions we have 
shown that the price of a commodity cannot long deviate from that estab¬ 
lished by competition between consumers on the one hand and sellers on 
the other. We must now consider what happens when conditions of 
demand change. If, due to a change in the weather, or the tastes of 
consumers, or any other reason, there is an increase in the demand for 
fruit at the price formerly charged, the price of fruit will be forced up. 
The marginal analysis retains its significance—what has happened is 
that the position of the margin has changed. Because of the change in 
conditions of demand, the marginal sixpence spent on fruit has now a 
greater utility than it had before. More fruit will accordingly be bought, 
until the utilities derived from the last or marginal units of expendi¬ 
ture on different purchases are once again equal. The same reasoning 
applies to a fall in the demand for fruit. 

Changes in the conditions of supply affect price in the opposite 
direction. At any given moment, the quantity of fruit coming forward 
for sale is determined by the demand for fruit, the productivity of 
resources applied to fruit-growing, and the alternative opportunities 
open to producers. If these conditions change so that less fruit is 
currently produced, the price of fruit will rise. If these conditions 
change for the better (e.g., because of improved methods of production, 
refrigeration or packing), more fruit will be offered for sale and the 
price will fall. The whole tendency of modern production, with its 
continually improving methods, is to make possible lower prices 
because of reduced costs. This tendency may, of course, be offset by 
a change in the conditions of demand for the products taking place at 
the same time. 

All such possibilities of change must be taken into account when 
longer periods of time are considered ; and they serve to emphasize 
once again that statements regarding the influence of price on demand 
and on supply, and conversely of demand and supply on price, can be 
made with certainty only when relatively short periods of time are 
considered. For only in the short period can we be reasonably certain 
that the proviso “ other things being equal,” i.e., remaining the same, 
will, in fact, hold good. 

To show these changes, new demand and supply curves are neces¬ 
sary. The changes cannot be shown on existing ones, where only 
differences in demand and supply due to price changes are shown. (See 
page 42.) 
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Principle of Substitution and Equi-Marginal Returns 

We have already stated that the existence of good substitutes for a 
commodity tends to make the demand for that commodity elastic. 
No one will pay a high price for anything when something else at a 
lower price will serve his purpose equally well. The importance of this 
apparent truism lies, however, in the fact that we are able to draw 
therefrom further important conclusions. 

The consumer maximizes his satisfaction when the marginal utility 
of the money that he is spending is the same on all his purchases. Until 
that point is reached, the typical consumer, e.g., the housewife, is 
always watching to see whether more satisfaction can be gained by 
substituting one purchase for another. The housewife compares the 
utility of a shilling spent on potatoes, for instance, with the utility she 
could obtain if she spent the money on something else. Similarly, the 
employer is continually on the watch for opportunities to substitute 
more profitable for less profitable items of expense. He endeavours to 
maximize efficiency by so distributing his expenditure as to obtain 
equi-marginal returns from the money spent on each of the factors of 
production. If he considers that the purchase of a new machine will 
enable him to dispense with ten employees and so save their wages, he 
will probably do so, unless he is influenced by non-economic motives. 
He balances the utility to him of the money spent on the extra machine 
against the utility to him of the money spent on wages for the ten 
workers, measuring the utility in both cases by the efficiency of the 
respective factor in proportion to its cost. 

Of course he may for similar reasons decide to scrap a machine 
and to employ more men, but the tendency today is in the reverse 
direction. He may also substitute more of the factor capital for the 
factor land, by adding another storey to his buildings instead of erecting 
another building on an additional plot of land. But whatever he does, 
he expects to obtain greater satisfaction from the money spent in the 
manner chosen than he could obtain from any alternative use of that 
money. The producer “ buys ” his factors of production just as the 
housewife buys food and clothing—both substitute one line of ex¬ 
penditure for another until they obtain equal satisfaction from the last 
units of the money spent on their various purchases. 


THE PRODUCTION OF WEALTH 


CHAPTER 5 

THE NATURE AND AGENTS OF PRODUCTION 

Production, in the economic sense, results in the creation of wealth. 
Man cannot create matter. But he can move, arrange or transform the 
raw materials and resources of Nature in such a way that they satisfy 
wants. In doing so, he produces , but what man does as producer is to 
add value to the gifts of Nature by making them available in such a 
form and in such a place and at such a time as to meet the needs of 
man as consumer. Thus man by producing creates values. 

Man produces in a variety of ways. He adds Jorm value by changing 
iron ore into steel, steel into plates and plates into ships. He adds 
place value by moving sand from the seashore to building sites where 
it can be profitably used ; and by transferring the products of tropical 
and sub-tropical countries to countries where they cannot be grown but 
are wanted by consumers. He stores goods when they are plentiful 
and makes them available when they are scarce, and so adds time value. 

The man who sells services is as much a producer as the man who 
provides goods. The doctor, lawyer, shopkeeper and labourer are 
producers in the same way as are the carpenter, the farmer and the 
baker. They all add values ; they supply a good or a service for which 
consumers will pay because it satisfies a want. 

Production is sometimes inadequately defined as the creation of 
utilities. From the standpoint of health and enjoyment, the services of 
a first-class footballer or gymnast may be of great utility to himself and 
to others ; but such services are not productive in the economic sense 
unless they are paid for, i.e., given for value and so creative of value. 


Production Consists of Many Stages 

Under modern conditions, production is a roundabout and fre¬ 
quently prolonged process ; it may extend over years and absorb the 
activities of very many producers, each of whom contributes his quota 
to the productive process. 

Production is not complete until the commodity is in the hands of the 
consumer. Here “ production ” and “ consumer ” are relative terms. 
Production, as of screws, watches, or houses, involves many independent 
processes, each of which has its own producer and consumer. The 
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maker of iron bars consumes the product of the ore miner; the screw 
maker consumes the product of the maker of bars. The carpenter 
uses screws in making cupboards and windows, while these in turn 
are consumed by the occupier of the premises wherein they are fixed. 
Only the last stage involves consumption in the proper sense of the 
term; for only the buyer of the cupboard adds no further value to it. 

Clearly, all producers are also consumers. Every member of the 
community has two interests ; his interest as a producer, intent on 
providing a commodity or service wanted by Society, and his interest 
as a consumer of the products of others. 


Division of Productive Occupations 


Although the services of the farmer, miner, doctor, labourer and 
wholesaler, amongst others, are all productive, they are productive in 
markedly different ways'. The farmer cultivates his soil, sows his seeds 
and leaves much of the production to Nature, returning to the soil in 
the form of fertilizers the goodness taken away by the growing plants. 
The miner finds his product under the earth’s surface, whence it is 
removed by his efforts. His is essentially an extractive industry; the 
product once removed cannot be restored. For present purposes both 
mining and farming may be classified as extractive industries. Both 
are concerned in taking away from Nature some of her resources, 
whether they exist as minerals or as properties of the soil. The manu¬ 
facturer, who turns raw materials into articles of greater value, belongs 
to a distinct section of production, and so do the doctor and lawyer, 
whose work is expended on no material object, but is nevertheless 
productive of services that directly satisfy the wants of consumers. 

Productive occupations may be classified as follows :— 


1. Industrial Occupations. 


(a) Extractive Industries —the extracting of raw materials and 
power from Nature, from the earth, sea, air, etc., such as farming, 
rubber-growing, coal-mining, fishing, obtaining gases from the 
atmosphere and power from wind and water. 


(b) Manufacturing Industries 
and semi-manufactured goods 
subjecting goods to a process. 


-the making up of raw materials 
into finished commodities, i.e., 


2. Commercial Occupations. 

(a) Transport Industries —including railways, shipping and 

road-transport, and the clerical, mental and manual occupations 
involved therein. 


(b) Distributive Industries— which arrange for the distribution 
and marketing of goods and involve the services of wholesalers, 
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retailers, commercial travellers, commission agents, advertising 
agents, etc. 

(c) Banking , Accountancy and Insurance —Services of this kind 
increase the efficiency of production and make possible the growth 
and the development of commerce and industry. 

3. Direct Services to Consumers and Public Services. 

Direct services include those of the doctor, teacher, lawyer, and 
domestic servant ; public services include the work of civil servants, 
armed forces, local government officials and policemen. 

Agents or Factors of Production 

Man, alone and unassisted, cannot produce wealth ; he can do so 
only by exerting his effort, or labour, in co-operation with one or more 
of the natural resources that exist around him. Nature herself can, of 
course, produce in great abundance, but whilst such production may 
satisfy man’s requirements in an elementary state, it soon becomes 
necessary for him to apply at least some of his labour in accommodating 
natural resources to his needs. 

In Economics, all natural resources and forces, whether of the land 
itself, or of the sea or the air, are grouped under the term land. In its 
technical sense, land signifies the original agent of production. It 
includes magnetism, electricity and sunlight; the forces of gravity and 
of the tides ; changes in the seasons and of night into day. 

The Need for Capital 

Labour and land, in which are included all natural resources, are 
the primary agents of production, but with these alone man cannot 
progress very far. The need for another factor makes itself felt at an 
early stage in human progress. The primitive fisherman, relying for 
his daily supplies on the skill of his hands, discovers that, with the aid 
of a rough net or a sharpened stick, he can greatly increase his catch 
in a given period of time, and so provide sufficient food to enable him 
to enjoy more leisure. 

Time and labour are involved in obtaining and fashioning the 
crudest tools, but, even whilst he is so engaged, man must eat and live. 
Hence, he must at first redouble his exertions to increase his supply of 
food, or lessen his production of food so that he can devote some of his 
time to the making of tools. The increased reward to his labour as a 
result of using such tools is the recompense for his labour and for waiting. 
Once the labour of making the tool is past, production becomes easier 
and quicker and more profitable. 

All tools and implements used in production comprise capital. 
Capital is thus an agent of production and exists in very many forms as 
wealth that is used to produce further wealth . As civilization develops 
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and knowledge spreads, capital assumes ever-increasing importance 

and a great variety of forms, from the simple cutting-tool fashioned 

from hard flint to the floating dock wherein a mammoth liner can be 
housed, repaired and renovated. 


Enterprise 

When production reaches an advanced and specialized stage, it 
becomes necessary to produce for a market ; to forecast demand and to 
anticipate supply ; to probe into the future and profit from the experi¬ 
ence of the past ; to unite the labour of some, the capital of others and 
the resources of Nature in a productive whole. All this involves the 
assumption of responsibility and risk of loss, the development of skill 
and the formation of plans for the future. 

The factor thus called into play is termed enterprise , and, as it 
includes the highly important function of risk-bearing , it calls for the 
exercise of considerable, intelligence, foresight and courage. 


The Agents and Their Reward 

The four agents or factors of production—land, labour, capital and 
enterprise—are provided respectively by the landowner, the labourer 
the capitalist and the entrepreneur. Of these, the labourer and entre¬ 
preneur actively co-operate in production, and receive as their reward 
a share of the ultimate product in the form of wages and profits res¬ 
pectively. Their services may be described as “ active personal 
services, in contrast with the “ passive services ” of the landowner 
and capitalist, who take no active part in productive work, but receive 
in the form of rent and interest their proportion of the product of 
industry in return for the use of their land and capital respectively 

In the following chapters, under the general heading of Production 
detailed consideration will be given to the characteristics of each of the 
four agents mentioned. The manner in which their respective shares 
of the product of industry are determined will be considered under the 
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heading “ Distribution,” of all sections of Economics probably the 
most difficult and controversial, inasmuch as it is concerned with the 
conflicting interests of the various agents in endeavouring to satisfy 
their own conception of the value of their contribution in the making 
of the final product. 

Is Land Capital ? 

It is sometimes maintained that land is merely one form of capital, 
and for this argument there is some justification from the point of view 
of the business man who regards his land as an asset in the same way 
as he regards his building or his plant. The distinction between land 
and capital becomes less marked as a country develops, for, as more and 
more capital is used in improving, draining and fertilizing the land, the 
original characteristics of the land tend to disappear or be merged with 
those of capital in general. The economist, however, continues to draw 
a distinction between these two agents on the grounds that land is 
imperishable whereas capital goods perish, though sometimes slowly, 
and have to be replaced ; that land is a gift of Nature, whereas capital 
is the product of land and labour ; and, finally, that the total supply of 
land is fixed while capital is reproducible and capable of being increased. 

Land that has been improved contains in itself the capitalized 
product of the past work of man, extending in many instances over 
hundreds of years. A community may save and invest by improving 
the quality of the land as well as by adding to its stock of capital. The 
results of such efforts may conceivably be far more valuable than the 
inherent properties of the soil, such as its situation, climate and original 
chemical and mechanical properties. But in practice no advantage is 
to be gained by distinguishing the original properties of land from those 
it has acquired through the action of man. Land, perhaps, could be 
treated as capital ; but because it has peculiar characteristics of its own 
and is so fundamental and important in all productive activity, 
economists treat land as a separate factor of production. 

Productive Capacity 

The aim of production is the satisfaction of demand. Men produce 
only because they desire to consume. The productive organization 
represents Society’s attempt to satisfy its wants. How then can we judge 
whether Society is successful in this endeavour ? What is the extent of 
the productive capacity of the community ? By some it is maintained 
that Society never produces to the full extent of its productive capability, 
while others stress the phenomenon of over-production as the cause of 
many evils of the modem industrial system. 

The first of these contentions has the greater semblance of truth. 
Before a community can be said to be producing to the limit of its 
productive capability, its economic resources, both human and material, 
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must be employed to the highest pitch of efficiency and to the full 
extent of their ability, while the processes of production must be con¬ 
ducted efficiently and without disturbance or interruption. But in no 
country are these conditions fulfilled. In all countries political and other 
causes render it impossible for the best results to be obtained from 
natural resources. It cannot be said of any country that the technical 
equipment of its industry and commerce is incapable of considerable 
improvement. Throughout the whole range of production out-of-date 
processes, machinery and methods of organization continue in existence 
long after the most progressive firms have adopted improvements, or 
after the possibility of such improvements has been demonstrated by 
progressive minds. Other causes of wastage of industrial power are 
strikes and lock-outs, while even more serioqs is the loss involved 
through lack of good-will and of co-opcration between employers and 
employees. War, of course, causes extreme wastage. 

On the other hand, there is little justification for the idea of general 
over-production. Production, we have seen, results in the creation of 
wealth—a continuous addition to the volume of goods available for 
consumption. Can we say that all the goods produced will be 
consumed ? To admit that they will not, that is, to acknowledge general 
over-production, involves the absurdity of supposing that Society 
labours to produce what it cannot consume. It is to admit that each 
individual has as many goods and services as he requires ; that children 
without boots, and people without homes or without the services of a 
doctor, are not realities. 

Actually, very few people have achieved or ever will achieve complete 
satisfaction of their wants. At no stage in Society’s progress is there a 
definite amount of the necessaries, comforts and luxuries of life which 
it is prepared to consume. Although individual wants are limited (e.g., 
a man does not want an unlimited supply of shirts), man’s wants in 
general are unlimited, and since production is directed to the satis¬ 
faction of wants, there cannot be too great a production of wealth. 

Moreover, Society is not static ; numbers increase and social 
standards vary considerably from one generation to another. Changing 
jashions, new discoveries, improved methods and better conditions of 
life and work bring a continual and apparently never-ending addition 
to the variety of goods and services wanted by man. Production, it is 
true, is conducted in anticipation of demand, but productive capacity 

needs CVer SUCCeed in overtakin g man’s ever-changing and increasing 

Equally incorrect is the idea of under-consumption —the idea that 
a community is consuming less than it could consume, or that the 
wealth already produced is so far in excess of the needs of the com¬ 
munity that until it is consumed the production of further wealth will 
be impeded. Under-consumption and over-production are thus in 
etlect two aspects of the same thing. They both imply the absurdity 
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that Society has laboured to produce more than it desires, sooner or 
later, to consume. 

The fact is that both these terms are applied to conditions where 
partial over-production in certain branches of industry has resulted in 
the supply of certain goods exceeding the normal demand therefor. 
Large stocks of unsaleable goods are accumulated and such stocks are 
disposed of only very slowly ; consequently, conditions of partial 
under-consumption prevail. Meanwhile, the result, strangely enough, is 
general under-production. The labour and capital which have bee n 
directed into those branches of industry producing the excessive supplies 
cannot without difficulty be transferred to other branches ; the labour 
and capital remain where they are, half employed, waiting for the 
renewal of demand. The glut in the market for the products of such 
industries results in the producers having to dispose of their goods at 
prices that do not allow a reasonable profit. Ultimately, slackness in 
these branches leads to depression in others and consequently there is a 
general diminution of production. 

Over-production is thus used to describe the conditions existing 
when the market price of a commodity is for a time below cost of 
production owing to the fact that more is being produced than is 
effectively demanded at a price high enough to cover cost of production. 
It may result from a faulty anticipation of demand such as may arise 
from bad organization, or it may be due to excessive competition, or to 
climatic or other causes beyond human control. For example, the 
production of straw hats will, in a wet season, exceed the demand. The 
failure of the Australian wool supply to reach the English market will 
cause slackness in our woollen industries and over-production in 
industries catering for the needs of those engaged in woollen manu¬ 
facture, as, for example, makers of woollen dyes and weaving machinery. 

The phenomenon of over-production, it is obvious, cannot be 
permanent. It is primarily due to lack of harmony in the economic 
system, and gradually disappears as the various parts of that system 
adjust themselves to the changing conditions of demand and supply. 
The effects, unfortunately, are cumulative. So closely interwoven are 
the many parts of the productive machine and so delicate the mechanism, 
that disturbance in any one part must inevitably be widespread and 
frequently disastrous. Since production is indirect, the producer of 
one class of goods is necessarily the consumer of another class of goods, 
so that alternate conditions of activity and depression are reflected 
along the whole chain of production. This problem will be discussed 
in greater detail in our analysis of the causes of the rhythmic movement 
of industry known as the “ trade cycle.” 



CHAPTER 6 


LAND OR NATURAL RESOURCES 

Improvements in man’s standard of living follow closely the extent 
to which he makes effective use of natural resources and develops them 
to meet his needs. In the primitive hunting stage, he lives solely by 
taking such food as Nature provides ; in the pastoral stage, he assists 
Nature to yield him flocks and herds ; in the agricultural stage, he 
increases the yield of crops and animals by assisting Nature to produce, 
by sowing more profitable crops, by rearing special breeds (e.g., that 
yield more meat or more milk), and by returning in the form of manure 
and tillage some of the goodness yielded from Nature’s store. 

So important are natural resources in their influence on production 
that they are frequently of paramount importance in determining the 
supply and amount of a nation’s wealth. The nations which today 
stand in the front rank of the world’s producers are those whose natural 
endowments are extensive and valuable. Britain herself is fortunately 
situated in this respect. Her supplies of coal and iron, her geographical 
position, her climatic environment, her natural harbours, navigable 
rivers and fertile soil gave her a long start in industry, and enabled her 
to retain her supremacy for a considerable period. The United States 
maintain their leadership in many important world industries for 
similar reasons; their natural resources are unrivalled. 

Extensive and Intensive Cultivation 

The cultivation of land, usually called farming, may be of two 
types : (a) extensive, or ( b ) intensive. 

Extensive Cultivation is practised in countries where all suitable 
land is not already used for agriculture and additional produce is 
obtained mainly by working new tracts instead of by applying additional 
capital and labour to the land already in cultivation. In other words, 
ofl T™ P ro Portion of capital and labour is applied to a greater quantity 

In relatively new countries, such as Canada and the United 
otates, with enormous areas of undeveloped land of great natural 
fertility and of convenient situation, the early settlers cultivated on 
extensive principles, and used much of the land with prodigality and 
wastefulness. An area of ground was cultivated until its growing 
properties were exhausted, whereupon it was left to become a dreary 
waste of rank vegetation and a fresh area was taken into cultivation, 
s the great open spaces become inhabited and cultivated, however, 
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such wasteful methods have to be abandoned, and the properties of the 
soil have to be maintained by manuring and crop rotation. 

Intensive Cultivation implies a distinct limitation of the area 
of land in the hands of each cultivator, so that increasing amounts of 
capital and labour are applied in cultivation though the area of land 
remains constant. It is found in its most pronounced form in countries 
such as Denmark and Holland, where the available land is limited and 
consequently dear, the population comparatively large, and the other 
natural endowments comparatively scarce. It exists also in countries 
such as China and India, where the population is extremely dense and 
agriculture is the basis of the existence of the inhabitants. 

In such cases the available land must be cropped continuously, 
and, to this end, natural and artificial manuring, deeper ploughing, 
and a careful application of the principle of rotation of crops must be 
resorted to in order to stimulate and invigorate the soil and restore its 
properties. So pressing is the burden of population on the land in most 
countries that science is continuously being called on to assist the farmer 
to obtain a larger and a more profitable crop. Experimental laboratories 
and testing farms are continuously engaged in trying to improve 
existing methods and in searching for new varieties of crops that can 
be grown more profitably to the cultivator and/or less exhaustively to 
the soil. The aim of the intensive cultivator is to get his land to produce 
to its fullest extent and yet retain its fertility. 


Large- and Small-scale Farming 

Land may be cultivated by the individual or small producer, or by 
the large organization composed of an association of cultivators or of a 
number of employees and assistants working under one direction. The 
small tenant farmer, the small holder, and the small owner-farmer in 
England, the peasant proprietor in France and Belgium, the metayer 
in Southern Europe, and the ryot in India are all excellent examples of 
the former type. Farming on a large scale is characteristic of the new 
countries, where one man may control a very large area, and conduct 
his farming operations on a large and highly organized scale. In the 
former case, the farmer himself, his wife and family, do most of the 
work ; their implements are simple and their capital small. Generally, 
the large-scale farmer has a large reserve of capital available ; he 
employs his time solely in directive work, utilizes the most modem 
machinery and implements, and makes his purchases and sales in large 
quantities. 


Advantages and Disadvantages of Small-scale Farming 

The characteristics of large- and small-scale farming are essentially 
those of large- and small-scale production generally, and they will 
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therefore be considered in a later section. We may, however, usefully 

observe that farming on a small scale has certain advantages: the 

crops receive more personal care and attention from the farmer himself, 

and the system is therefore the better when crops requiring careful 

attention are raised—e.g., fruit and vegetables in Northern France ; a 

sense of responsibility and independence is fostered in the cultivator ; 

the land gives a greater return per acre, and can accordingly support a 

larger population than areas which are not so intensively cultivated ; 

and there are fewer labour troubles and disputes when master and man 
are in personal contact. 

One of the greatest disadvantages of small-scale farming in the past 
was that the cultivator had no security against eviction and had no 
claim to compensation for the results of his labours or in respect of 
capital values which he had sunk in the soil. This disadvantage has 
been recogn^ed as civilization developed, and in most countries the 
law has intervened to give security to the cultivator, frequently, as in 
L ranee and Belgium, dividing up the large estates of landowners into 
small tree-holdings, managed by peasant proprietors and their families. 

1 ne results of these arrangements have generally been favourable. 

It is probably true that the social and moral advantages of peasant 

proprietorship are greater than the economic benefits. Undoubtedly 

the work on small holdings is extremely hard and the return very low 
in relation to the work involved. 


A Limit to Nature’s Bounty 

The fertility of land is lessened by every crop taken from its surface 
1 he growth of plants removes from the soil certain valuable con- 
stituents which can be returned only by the application of fertilizers 
by allowing the land to rest so as to recover its properties. The early 

these limitS by movin g his household from plot 
L? 1 f ^oday the agriculturalist knows instinctively that there is a 
im t to the amount of labour and capital which he can profitably apply 

am , Cub ' Vat ‘ 0n of his fi elds ; he realizes that, sooner or later no 

wWk v° f hard - WOrk r nd fertlllzln g wil1 appreciably increase the crop 

labour „ Can ° bt ? ln fi" 0111 a g‘ ven area - At first the employment of 
nnmK 0n “ n d evel °ped ground increases the resulting crop, but the 

r n nm be T f lab ° ur e fs and implements utilized on one field cannot be 
croD h SCd Kt 6ry far bef0rC tHe farmer rea lizes that the value of the extra 
not Pb l°^ ainS 38 3 feSult ° f the WOrk of each additional labourer does 
tion nf r hlS ^ x P. enses - The farmer eventually experiences the opera- 
D . ° ne ,of the most vital laws in economic science, one which 

everv hr? ^ P roductive organization, and makes itself felt in 

Returns h ° f lndustry ' Thls 1S known as the Law of Diminishing 
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Law of Diminishing Returns 

The Law of Diminishing Returns, as applied to land, is thus stated 
by Marshall 1 :— 

“ An increase in the capital and labour applied in the cultiva¬ 
tion of land causes in general a less than proportionate increase in 
the amount of produce raised, unless it happens to coincide with an 
improvement in the arts of agriculture.” 

In other words, it may be taken as being generally true that, after 
a certain stage in cultivation has been reached, the soil fails to respond 
to the efforts of man, and yields a decreasing rate of net return to 
new applications of labour and capital, unless new methods of agri¬ 
culture, new machines or new fertilizers are used to counteract the 
tendency of the soil to exhaust its properties. 


Illustration of Diminishing Returns 

In illustration of the law, we may consider the variation in output 
(e.g., of wheat) which would be obtained if an increasing number of 
men were set to work on an acre field, it being assumed that the fertility 
of the field and the methods of cultivation remain the same while the 
successive men (i.e., the successive “ doses ” 2 of labour) are applied 
to the land. All conditions remain the same except that the amount of 
the labour force is varied. 


Number of 
Men 

(“ Doses ”) 
(1) 

Total 

Output 

(Bushels) 

(2) 

Actual 
Average 
per Man 

(3) 

Marginal Out¬ 
put, i.e., Actual 
Increase 
(4) 

Proportional 

Increase 

(Hypothetical) 

(5) 

1 

6 

6 

___ 

■ ■ — 

2 

14 

7 

8 

6 

3 

24 

8 

10 

7 

4 

44 

11 

20 

8 

5 

60 

12 

16 

11 

6 

75 

12 * 

15 

12 

7 

84 

12 

9 

12* 

8 

88 

11 

4 

12 

9 

90 

10 

2 

11 

10 

87 

8 7 /io 

-3 

10 


In such circumstances, the results may be assumed to be as shown 
in the accompanying table. From the point where one man is employed 


1 Principles , Book IV. ill. i. 

2 The term “ dose ** is used in Economics to mean one of several successive applica¬ 
tions in a productive operation either (u) of one of the three factors of production 
(e.g., ^labour) whilst the other two factors (e.g., land and capital) remain constant; 
or (6) of a combination of two factors (e.g., labour and capital) whilst the other (e.g., 
land) remains constant. 
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the total output gradually increases until a point is reached where the 
addition of another man (the tenth) causes the total output to fall : the 
tenth man becomes a nuisance. 

Now the return to each dose of labour is the increase in output 
obtained by the employment of each additional man, and this, as shown 
by Column 4, increases for the first four doses, and then decreases, 
until, as we have seen, the addition of the tenth man causes loss of 
output. The average output per man continues to increase up to the 
sixth additional man, and, by comparing Columns (4) and (5), it will 
be seen that the increase due to each extra man, i.e., the marginal 
increase, is more than in proportion to the additional labour. When 
three men are employed, the output is 24 bushels, so that if the increase 
in output were proportional to the increase in labour, the increase for 
the addition of a fourth man should be j = 8 bushels. Actually, 
however, the increase (due to the fourth man) is 20 bushels, and so on 
up to the sixth man. After the sixth man the average per man falls, 
and the marginal increase (9) is less than the increase in output which 
we should expect (12|). 

We can say, then, that up to the employment of the sixth man, the 
farmer obtains increasing returns , but that after the sixth man he obtains 
decreasing returns. 


Average Returns and Marginal Returns 

Our hypothetical table of outputs thus affords us three definite 
conceptions : 


(а) The increase in output due to each man (i.e., the marginal 
output) increases up to the fourth man, and then decreases ; i.e., 
diminishing marginal returns set in with the fifth man. 

(б) The output increases more than in proportion to the 

increase in labour up to the sixth man, at which point returns per 

man are highest; i.e., diminishing average returns set in with the 
seventh man. 

(c) The total output increases up to the addition of the ninth 
man, after which point diminishing total returns set in. 


In considering the application of the Law of Diminishing Returns 

it is important to distinguish between these three conceptions. 

It is clear that a farmer who is considering whether it is worth 

while to add more men to his field will never go beyond the point of 

maximum total return. Thus, in the table given, no farmer would 

employ more than nine men, because this would mean reducing his 
total output. 

T ** ow ma ? y men be employed will depend on the wages paid. 
1 he farmer is concerned with value productivity, not physical producti¬ 
vity. Up to the point of maximum average returns, the farmer will 
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take on men so long as the wage of each is below the average output 
per man, for the average per man increases as each man is taken on. 
Beyond this point it may still be worth while to take on men, so long 
as the wage is below the increase due to each additional man. 

For example, if the wage-rate were 8 bushels per man, it would 
pay the farmer to employ 6 men at least, for the average output up to 
that point is 12£ bushels, and the profit would be 27 bushels. It pays 
to take another man on because he adds 9 bushels to the product, and 
his wage is 8 bushels. The farmer, therefore, has a profit of 28 bushels. 
But this seventh man is the marginal man. If an eighth man were 
taken on at the same wage, the farmer’s profit would be less. 

Clearly, the Law of Diminishing Returns is a static conception 1 
because it applies to a given state of affairs as they may exist at any 
time on a farm, i.e., it assumes no change in conditions of production. 
No farmer thinks of his total outlay in terms of successive doses of 
capital of, say, £50 at a time ; but he knows only too well when the 
time has arrived to keep his hand in his pocket. 

In the following diagram are illustrated imaginary returns from 
twenty successive doses of capital, whether expended on the provision 
of tools and manure or on manual labour :— 

C 

M 



The amounts of £50 are marked off along AB, and the imagined 
product from each £50 along AC. From A to P the marginal product 
per £50 increases at an increasing rate. From P to M the return to each 

1 The term “ static ” here refers to the conditions assumed to exist for the sake of 
analysis. The operation of the law is isolated, and all complicating factors, e.g., 
progress and invention, new methods of cultivation, etc., are ignored for the time 
being. Actually, conditions in the everyday world are “ dynamic,” i.e., there is con¬ 
tinual growth and evolution in the way of progress, new ideas, and increased know¬ 
ledge, which do not eliminate the tendency to decreasing returns, but serve to postpone 
the point at which it becomes operative. In other words, “ static ” is another way of 
qualifying the law by the limitation of “ other things being equal/* i.e., conditions oxui 
knowledge of cultivation r ema ining the same. 
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£50 is still increasing, but at a decreasing rate. M marks the point of 
highest marginal return, i.e., the return to the eighth £50 is the highest. 
The farmer can still invest more money in the land, because there is 
still a profit on each £50, but the profit is of decreasing magnitude. 
When Y is reached the return would be less than the dose. That is, 
beyond £1,000 an expenditure of another £50 may yield a product of, 
say, only £45. 

Although the reasoning is theoretical it is not difficult to see that 
the conclusion is sound. Many a farmer has spent an extra £50 in one 
year in the hope of making a profit, only to find that, however hard he 
works, the land does not respond. 

It is clear on a little consideration that a point where diminishing 
returns set in must exist in agriculture otherwise farmers everywhere 
would be continually increasing the number of labourers on their farms 
and the amount expended by them in capital expenses. “ If we could 
always double the produce of our land by doubling our expenditure 
on it, we could raise all the food of the country on a single acre of land 
by doubling often enough.” 1 


Extensive Application of the Law 

In the foregoing explanation we have assumed that the farmer 
applies successive doses of labour and capital to the same area of land , 
with the object of obtaining an extra return for his expenditure, i.e., 
that he employs labour and capital in intensive cultivation. 

When land is cultivated extensively , it is likely that the successive 
tracts put under cultivation will vary in fertility, or in advantage of 
situation, or in both. Hence, although the same amounts of labour 
and capital may be applied to each successive tract, the lower fertility 
or less advantageous situation of the land causes it to yield a lower net 
return per acre, and the return per acre is smaller for each extra plot 
taken into cultivation. 

Finally, a stage is reached when the return from an extra area of 
land only just equals the cost of cultivating that area. The farmer will 
not then extend his sphere of activities further, but will probably 
decide to adopt intensive methods on the land under his control. The 
area which it just pays to bring into cultivation is said to be on “ the 
margin of cultivation,” and is referred to as marginal land. 

Thus the Law of Diminishing Returns may apply to successive 
oses of labour and capital applied to the same area of land, or to a 
successively increased area of land worked with a constant quantity of 
abour and of capital. In the one case, we find a decreasing return 
accompanying the increase of two factors of production—capital and 
a our whilst the third, land, remains constant. In the other case, 

1 Clay, Economics for the General Reader , page 290. 
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land is the variable factor and the quantity of capital and labour remains 
constant. But the influence of nature makes itself felt throughout, and 
man is compelled, in the end, to limit his activities. 


Universality of Law of Diminishing Returns 

The Law of Diminishing Returns applies similarly in all occupa¬ 
tions concerned with the production of raw materials and foodstuffs. 
The collection of rubber yields a decreasing return as the collectors 
penetrate further into the forest and move further away from their 
bases and from lines of communication. Each further advance adds to 
the costs of production—transport, porterage, labour and materials. 
Coal becomes more expensive to work and raise to the surface with 
each extra yard in the depth of the pit and with each resort to smaller 
and poorer seams. Oil is almost always a profitable proposition, but its 
yield decreases with every move forward into the less productive and 
less accessible territory ; every extra mile of pipe-line and railway 

adds its quota to the burden of overhead charges which each gallon of 
oil has to support. 

The Law of Diminishing Returns operates also in connection with 
buildings and building sites. Man always chooses the line of least 
resistance ; houses spring up first of all in the best positions and shops 
in the most remunerative localities. Every move away from these 
involves a sacrifice of some profit, the suffering of a little more incon¬ 
venience. To obviate this, extra storeys are added to the buildings in 
the best positions ; the one-roomed cottage gives way to the two-storey 
house ; the place of the latter is taken by a sumptuous building of a 
dozen floors. New York is not satisfied even with its mammoth sky¬ 
scrapers of half a hundred storeys—with space enough to house the 
people of a small town. Nevertheless, each successive storey brings an 
added proportion of expense ; the costs both of construction and upkeep 
increase continually and eventually impose a limit on profitable building 
in a skyward direction. 

In the long run, the Law of Diminishing Returns will apply in any 
form of production, whether extractive, manufacturing or constructive. 
Whenever a constant factor and a varying factor are used in combination, 
output first increases more than in proportion to the additional application 
of the varying factor, and then, after a certain point, less than in pro - 
portion to that additional application. 

In agriculture, land is the constant factor while labour and capital 
(i.e., tools, etc., used by man) are variable ; but the Law will operate 
also when a factor other than land remains constant, as, for example, 
when a given labour supply is applied to more and more land in culti¬ 
vation. In effect, the labour supply is constant and to it are applied 
additional increments of land. It would be found that, up to a point, 
the total output would increase more than in proportion to the addition 
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in land cultivated ; after this point output would increase less than 
proportionately, while ultimately, total output would diminish. In 
short, there is a limit to the supply of land with which a given supply 
of labour can cope. 

In manufacture, capital is used in conjunction with the other factors 
of production. If any factor, e.g., labour or (more frequently) manage¬ 
ment, is kept constant and other factors are varied, then, after a point, 
there will be diminishing returns to each varying factor, assuming that 
technique remains unchanged. “ Mankind cannot produce an unlimited 
amount of calico any more than an unlimited amount of wheat .” 1 

Clearly, if the Law did not apply to industry, the whole supply 
of a given article could be produced in one factory merely by additions 
to the labour employed. Alternatively, the labour force could be kept 
constant and capital additions could be made. But any manufacturer 
knows that such expansion is profitable only up to a point. In the first 
alternative, labour would be too plentiful relative to equipment ; in 
the second alternative, machinery could not be adequately used. In 
either case, inefficiency would result. 

Usually, management is the constant factor in manufacture, and, 
generally, there comes a time when management cannot cope efficiently 
with extra supplies of the other factors. (See page 96.) 


Man’s Ingenuity Counteracts Diminishing Returns 

In some cases man can improve the rate of growth of the plant ; 
by careful attention and painstaking selection he can increase the yield 
of fruit from a tree or of meat from an animal ; by the rotation of crops, 
scientific fertilizing and the judicious mixing of soils he may increase 
the yield from his land ; and by giving attention to costing, using 
mechanical appliances, and co-operating with his fellow agriculturists 
he may lessen his expenses and increase his margin of profit. But while 
man by invention and organization may thus combat the tendency to 
diminishing returns from natural resources, the results do not compare 
with those he obtains by improvements in manufacturing processes 
and factory organization. 

For these reasons the Law of Diminishing Returns is more evident 
in the purely extractive industries, where Nature plays the chief part, 
than in advanced manufacturing processes, where man’s inventive 
genius and abilities are paramount. The smaller the part played by 
raw material in production, the less the tendency to diminishing returns 
in the industry. We may consider, for example, the manufacture of 
pig-iron. Increased mining costs and increased expenses of transport 
from distant sources tend to increase the price of iron ore. These 
extra costs of the raw material will be reflected in an increased selling 


1 Cannan, Wealth, pa^e 57. 
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price of pig-iron unless more economical processes of production and 
methods of transport counterbalance the increased costs and so retard 
the operation of diminishing returns. 

On the other hand, an increase in the price of pig-iron is not likely 
to cause increased prices for steel pen nibs, because the cost of the raw 
material—iron ore—forms but a very small part of the total cost of 
manufacture, while usually any small increase in the relatively low raw 
material cost can be offset by improved manufacturing processes and 
better marketing methods. In general, the wider the gap between the 
raw material and the finished article, i.e., the more complicated or 
prolonged the manufacturing process, the less is the effect of the Law 
of Diminishing Returns reflected in the increased price of the product. 

Thus man, by increased knowledge, invention and skilful organiza¬ 
tion, aims continually at combating the limitations of natural resources, 
and the economic structure of Society at any period may be said to 
represent the organized attempt of man to overcome the tendency to 
diminishing returns and to substitute a tendency to increasing returns. 


Diminishing Returns May Imply Most Efficient Combination of 
Factors 

It has been shown that when, in production, a variable factor is 
applied in conjunction with constant factors, returns per unit of the 
variable factor at first increase more than proportionately until the stage 
of diminishing average returns is reached. Increasing returns in this 
sense are signs of wasteful use of resources. 

That combination of factors which gives the highest average return 
per unit of the variable factor is the most efficient combination. Thus, 
in the illustrative table on page 56, the most efficient combination of 
labour and land is six men to one acre. Although before this point 
there are increasing returns, the factors are not being efficiently used, 
and, in fact, if the farmer could not obtain six men, he would increase 
his output by using less land, so that he maintained the proportion of 
six men to the acre. This can easily be proved from the example given. 

If the farmer uses 4 men on the acre, he obtains a total output of 
44 bushels. But if the farmer is wise, and he cannot obtain more than 
4 men, he will cultivate only two-thirds of the field. Since 4 men on 
two-thirds of an acre is equal in ratio to 6 men on 1 acre, the average 
per man will be 12£ bushels, giving a total output of 50 bushels, as 
against 44 bushels had they been working on the whole acre. 

This is an important principle, for it shows that economies can be 
obtained from working factors in the correct proportions, as well as 
from increasing the scale of operations. Given supplies of various 
factors, there is one combination which will be most efficient and that 
combination will give the maximum output possible with the supplies 
of factors available. This will be so even if not all the supplies of each 
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factor are used, as was illustrated in the foregoing example, where the 
farmer profited by using only two-thirds of the land at his disposal. 

When this most efficient combination is established, all the factors 
used are being productive to their fullest extent, and we may say that 
the economies of maximum possible output are being obtained. Such 
economies are obtainable irrespective of the size of the business unit. 
The small business, just as well as the large business, can combine the 
agents of production available in the most efficient proportions. Such 
economies of proportion are to be distinguished from the economies of 
scale or the economies of large-scale production, discussed in Chapters 10 
and 11, which may be obtained by increasing the scale of operations. 

In a developed community, land, capital and labour have many 
competing uses and the supply of each for any particular use is scarce 
in relation to the demand. So, just as the four labourers in the earlier 
example will not be used on more land than they can efficiently cultivate, 
the marginal output of labour or of any other factor will be maximized 
in any one use. In our example, the marginal productivity of labour 
would be zero when between nine and ten men were employed—say, 
nine men working at full time and another part of the time. At that 
point, the output from the given area of land would be maximized ; 
but, in practice, it could not be increased to that point. As labour is 
scarce, its marginal productivity when used in co-operation with land 
could never be reduced to zero, because before that happened labour 
would move to other industries where it would have some marginal 
productivity. Then more land would be employed in conjunction with 
labour than would be the case where it had all the labour it wanted ; 
accordingly, the marginal productivity of land would be falling—the 
normal position in industry. 


CHAPTER 7 


LABOUR—ITS SUPPLY AND EFFICIENCY 

Labour means all human effort , of body or of mind, that is undertaken 
for reward. 

This definition includes the work of a high-salaried managing 
director as well as that of a dock labourer, but it excludes exertion, 
either of body or of mind, undertaken merely for amusement or for 
pleasure, or out of patriotism or kindness of heart or family affection. 
A friendly game of tennis or golf, a half-mile swim, or the voluntary 
care of a sick child, may involve a high degree of effort, as much pro¬ 
bably as is necessitated by several hours’ hard work in making something 
of value. But no exertion is considered by the economist as labour 
unless it is undertaken for an economic reward, i.e., unless an economic 
motive is involved. 

The effort of a tennis-player will become economic labour only if 
the player develops into a professional and can command wealth in 
exchange for a display of his skill. Again, singing as a form of pleasure 
in the drawing-room is not labour ; but the singing of a street beggar 
or of a professional singer is labour because it is done for reward. 


Productive Labour 

Economists at one time regarded labour as productive only if it 
produced material wealth, such as food or clothing or houses. The 
performance of a service was considered by them as unproductive , 
inasmuch as the labour involved did not result in the creation of any 
tangible commodity. Modern economists do not recognize any such 
distinction, and regard the making of commodities and the rendering 
of services for reward as being equally productive. To them the labour 
of transport workers and of commercial agents, of the great army of 
black-coated workers, and of all those—organizers, inventors and 
managers—who supply the brain force of industry, is as vital to pro¬ 
duction as the work of the maker of tools or the grower of raw materials 
and food. 

Sometimes labour may fail in its purpose ; its intention may have 
been to create value in either goods or services, but the result may 
have no value. This was the case with the labour applied in the early 
construction of the Panama Canal; the labourers themselves were 
rewarded, but the work fell in and had to be done over again. In the 
economic sense, therefore, the labour was productive, although its 
efforts were wasted. 
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Labour Power 

Possibly the most important question which arises in relation to 
labour as a factor in production is that which concerns its relative 
productiveness under differing conditions or in different social groups— 
the question of what may be termed the labour power of the workers of 
various nationalities, or their effectiveness as productive agencies. 

We are prone to take for granted the statement, so frequently 
repeated, that the labour of the British or American workman is more 
productive than that of workmen of other nationalities ; but the econo¬ 
mist has to determine if and why this is so. An analysis of the subject 
of labour power and productivity shows that it is compounded of two 
factors : (a) the efficiency of the individual labourer ; and (b) the 

organization and direction of the labour force. 

The former is a purely personal matter : it concerns the labourer’s 
ability and skill, and the conditions under which his work is done. '1 he 
second factor is broader. It relates to the wav in which the labour force 
engaged in any one branch of production is organized and managed : 
the better the organization and the more skilful the management, the 
larger the output both of the individual and of the labour force as a 
whole. 

Efficiency of Labour 

In any office, factory or workshop there are usually marked differ¬ 
ences between the working capacity and output of clerks or workmen 
who are similarly occupied. If asked for an explanation, we should 
probably reply that one man works harder than the other ; but there 
are many other reasons that may account for the differences in pro¬ 
ductivity. Can we say that the average worker of today works harder 
than his forefathers did a century ago ? Obviously not ; yet the average 
contribution of a present-day worker to production is far more effective 
and brings a much greater net product than did the contribution of a 
labourer working one hundred years ago. Among the many diverse 
factors which affect the productiveness or efficiency of the worker, 
those dealt with below are of chief importance. 

Peculiarities of Racial Stock and Breeding. —Britain and 
Norway have long been famed for the courage and skill of their sailors, 
Switzerland for her handicraft workers in metal and wood, Italy for 
her artists and sculptors. America leads today as the home of scientific 
management and skilled advertising. Districts as well as countries 
become renowned for peculiar skill and artistry ; Sheffield cutlers are 
as famous as are the sword-makers of Toledo or the lace-makers of 
Valenciennes. As between the nations, the infinite differences are 
traceable to racial characteristics : to differing degrees of general health 
and strength, to variations in the ability to sustain prolonged exertion, 
and to differences in intelligence and skill. 
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As between crafts and districts, the differences in productiveness 
are traceable rather to inherited skill and application, and to the up¬ 
bringing of children in the “ atmosphere ” of the craft, which is carried 
on by father and son successively through many generations. Much 
of this ability is natural ; some of it is acquired from example and 
familiarity with its object. Undoubtedly family pride in a trade is also 
a strong inducement to efficiency. 

General Intelligence. —This factor is frequently a racial 
characteristic. The intelligence of the average European is keener and 
broader than that of the average African, while the American worker is 
probably second to none in this respect. The degree of intelligence is a 
vital influence in determining efficiency : one man may differ com¬ 
pletely even from his own brother in clearness of thought, speed of 
action, breadth of perception, accuracy of judgment and strength of 
memory. Whereas one worker cannot be entrusted to perform the 
simplest operation without supervision, another may be capable of 
personally carrying through the most intricate process of production, 
or of controlling with success a machine of the greatest complexity and 
liability to damage. Such intelligence becomes more widespread with 
the advancement of civilization, and also as we pass from the purely 
extractive industries to those highly skilled and specialized occupations 
in which the finest and most delicate scientific instruments are made. 

Climate and Physical Conditions. —Closely related to racial 
characteristics and general intelligence are the climatic and physical 
conditions under which work is done. It may fairly be argued that 
these influences are included under the first heading, for racial pecu¬ 
liarities are largely the result of climate and physical conditions. 
Temperate weather and cold winters are conducive to hard work, which 
is also necessary where such conditions prevail because Nature’s 
resources of readily available food are not abundant. Conversely, 
tropical heat makes sustained labour well-nigh impossible, while its 
accompanying abundance of natural food makes human effort almost 
unnecessary. 

General, Technical and Commercial Education. —The effi¬ 
ciency of the worker naturally increases with the extent of his knowledge, 
particularly of his own branch of industry or commerce. Technical 
and commercial knowledge enable the workman to perform his duties 
intelligently and with a full appreciation of his contribution to the final 
product. General knowledge enlarges his conception of man and of 
matter, and adds to his general efficiency by broadening his outlook. 

Moral Qualities and Social Conditions. —A worker’s efficiency 
increases with his cheerfulness, hopefulness, honesty and sobriety, 
and these depend essentially on his self-respect and on his social 
ambition. The free worker with a prospect of promotion has always 
an incentive to work harder and better : the slave has little inducement 
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to do other than “ please the eye ” of his master ; he requires constant 
supervision and is always inefficient. A factor of ever-increasing 
importance under modern conditions is the confident expectation of 
reward and the knowledge that it can be enjoyed in security when 
finally obtained. Discontent and dissatisfaction are most fruitful causes 
of bad workmanship and the continual friction between employer and 
employed which reacts so seriously upon efficiency. 

Quality and Amount of Food, Clothing and Shelter. —Good 
work cannot be expected of labourers who are badly fed, insufficiently 
clothed and poorly sheltered. The adequate supply of necessaries is a 
factor of the greatest importance in developing such moral qualities as 
cheerfulness and hopefulness, already mentioned. No national problem 
is of greater importance as affecting the future than that which concerns 
the feeding, clothing and housing of the working population ; hence 
the present significance of the next factor, that ot the real value of the 
wage received. 

Real Remuneration of the Employment. —This depends on the 
purchasing power of the wages earned, which varies with the general 
level of prices. As a rule the worker benefits from each increase in his 
real wages, for he can afford a greater variety of food, clothing and 
amusement, all of which add to his efficiency as a productive unit. 

General Working Conditions. —Workers benefit greatly in 
general health and in productive capacity by the improved lighting, 
heating, ventilation and sanitation of factories and workshops. The 
confinement of human beings in badly ventilated rooms inevitably 
causes a loss of vigour, mental and muscular, whilst such conditions 
preserve and communicate the germs of disease and ill-health, with 
detrimental effects on production generally. The productivity of labour 
is also increased by the elimination of excessive noise in workshops, 
and even by ensuring that factories are painted in soothing, bright 
colours instead of cold, cheerless and irritating ones. 

Number of Hours Worked. —No man can permanently sustain 
long hours of hard work ; some period of relaxation is essential if 
breakdown is to be avoided. A reduction of hours worked, up to a 
point, results in an increase in efficiency, inasmuch as the labourer has 
greater opportunity for beneficial recreation and recuperation. A short 
working day does not necessarily diminish output : the greater effi¬ 
ciency due to the shorter working period reduces industrial fatigue — 
one of the greatest causes of diminished output—and, within limits, 
may more than counter-balance any diminution in production that 
might be expected to result from the working of shorter hours. But 
such increase of efficiency is, of course, more likely to be achieved in 
heavy manual work than in purely automatic work where the influence 
of machinery predominates. 
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Distribution of Working Time. —The rational interspersal of 
leisure with working time has a most important bearing upon the 
efficiency of the worker. This is particularly the case in monotonous 
occupations, where the judicious introduction of “ rest-pauses ” leads 
to greater contentment among the workers and to a net increase in 
productivity. 

Capital Equipment Available. —The efficiency of the worker is 
increased by increasing the quantity and efficiency of the capital 
equipment at his disposal. The efficiency of the American worker is 
due largely to the wealth of tools and mechanical devices that aid him 
in his labour. The low efficiency of the Chinese agriculturalist is due 
largely to his primitive equipment. As a general rule, the more and 
better the machinery used by the worker, the greater is his productive 
efficiency. 

Organization of Labour. —Much labour power is wasted because 
it is misapplied or misdirected. Workers are frequently employed on 
jobs for which they are unsuited. Inadequate supervision results in the 
encouragement of the idle and incompetent while the most efficient 
workers are not properly encouraged. In work involving several 
processes, the application of the wrong proportions of labour to the 
several processes may result in considerable loss of time. As is shown 
in the next Chapter, it is the function of the organizer to eliminate such 
waste and to secure the maximum efficiency of the labour force. 


Advantages of Efficient Labour 

Obviously an efficient labourer is of greatest advantage to an 
employer because : ( a ) he takes a shorter time to learn his work or 
duties ; ( b ) he can act with little or no supervision, and may be relied 
upon to perform his allotted task according to instructions and with 
discretion ; (c) he is less wasteful of materials ; ( d) he can be entrusted 
with delicate machinery, and readily learns how to use and supervise it; 
(e) he applies his abilities and strength to the best advantage ; (/) he 
is naturally watchful for improved processes and methods ; ( g ) he is 
alive to the fact that his progress depends on his efficiency ; and ( h ) 
there is an increase of output at less cost per unit, the trained intelligent 
workman proving the cheapest in the long run. 

Mobility and Immobility of Labour 

By the mobility of labour is meant its ability and willingness to 
move from one trade or occupation to another. Labour is part of the 
labourer; and many personal factors tend to prevent a labourer from 
moving although it is in the best interests of the product—labour— 
which he has to sell, that he should move. Among such factors are 
patriotism, local and family ties, religious principles, apathy, ignorance, 



LABOUR—ITS SUPPLY AND EFFICIENCY 


69 


affection for one locality and objection to another, expense involved in 
moving, difficulty in finding housing accommodation in the new area, 
and preference for life in the country as opposed to dislike of life in the 
town. All these limit the worker’s geographical or physical mobility , 

i.e., his movement from place to place. 

Factors such as specialization, family pride in a craft, apathy, 
absence of ambition, and fear of the future, may affect the occupational 
mobility of labour. This mobility may be vertical , i.e., movement from 
one grade of an occupation into a lower or a higher grade, either in the 
same or in a different industry. An example is the movement of a 
joiner to become a cabinet-maker, or of a miner to become a collier}' 
accountant. The other type of mobility, i.e., horizontal mobility , from 
one grade in one trade to the same grade in another, is not so much 
affected by personal factors, and in certain occupations there is a wide¬ 
spread and continuous movement of this kind. A weaver will work in 
either a jute or a hemp factory within reach of home and family ; a 
motor driver will work for a bus company or as a lorry driver, while 
clerks move fairly easily from one business to another. 1 his mobility 
is, of course, lessened if technical or trade knowledge is required in 
addition to the mere knowledge of duties. For example, it might appear 
that a cotton spinner could easily become a woollen spinner, but this 
is not the case in practice, as both are highly specialized occupations. 
On the other hand a watchmaker can, without great difficulty, become a 
maker of scientific instruments. 

Any agencies or factors that promote the movement of labour, 
whether from place to place, or from trade to trade, or from one grade 
to another, permit the supply of labour to be more easily and quickly 
adjusted to the demand ; workers can be employed in trades and 
districts where work is available, and local as well as national unem¬ 
ployment is decreased. 

The Ministry of Labour Employment Exchanges increase the 
mobility of labour. They maintain records of workers who are out of 
employment or wish to move to another job or another place, and also 
of employers who require certain grades or types of labour. Employers 
and workers are thus brought into contact, and labour is made available 
where and when it is required. 

Government training schemes, providing allowances for trainees, 
increase occupational mobility, while the physical mobility of the 
workers is assisted by the payment of re-settlement allowances to meet 
the costs involved in removal, and by the provision of houses in the 
re-settlement areas at reasonable rents. 
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ORGANIZATION OF LABOUR 

Special problems arise in connection with the organization of labour, 
which in itself exercises a profound influence on the efficiency of the 
individual worker and of the labour group to which he belongs. 

DIVISION OF LABOUR 

In the elemental or primitive stage, each man labours to satisfy 
his own wants and there is little exchange of goods of one kind for 
those of another. Gradually, however, man discovers that an exchange 
of his surplus goods for the surplus goods of other men enables him to 
vary his food and possessions and so obtain greater satisfaction or 
return for his own work and greater enjoyment out of life. 

A further stage is reached when the individual does not attempt to 
satisfy his personal wants for certain commodities, but relies on his 
neighbours for supplies, e.g., of fish, or of fodder for his horses or cattle. 
In turn, he applies himself to the production of something required 
by his neighbours, which they will accept in exchange for the fish or 
fodder. He may produce meat or fruit, and, in specializing in such 
production, he obtains more and better returns for his efforts. 

At a still later stage in evolution, we find the potter, blacksmith, 
weaver and other craftsmen devoting the whole of their time and 
effort to their own trade—relying on other craftsmen for the hundred 
and one necessaries of their existence. At first, exchanges are made of 
goods for goods ; a hat for a pair of sandals, a pitcher for an iron fork. 
Later, forms of money intervene, making the exchange of goods easier 
and mutual satisfaction much more easily obtainable. The craftsman 
now works in the knowledge that his goods will sell. He labours today 
in anticipation of the demand of the morrow, relying on a demand from 
his fellows just as he knows they rely on him to buy from them. 

The arrangement to which we here refer is an elementary form 
of Division of Labour , or of the specialization of functions, each man 
producing what he is relatively best fitted to produce. Industry is 
divided into particular callings : such as those of the weaver, boot¬ 
maker and smith. The next step is the co-operation of a number of 
similar craftsmen under the direction of a master-craftsman or “ boss.” 
The individual workers no longer labour for themselves ; they are paid 
a wage, either in kind or in money, for their services. Each worker 
turns out a complete article from the raw material, and the provision 
of that material, as well as the sale or exchange of the product, are the 
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concern of no one but the master. Such was the “ domestic system 
of industry which prevailed in this country before the Industrial 
Revolution at the end of the eighteenth century. 

Before long, how'ever, another division is made. It is found that it 
is to the advantage of the master-craftsman (and eventually of the 
workers) for each man to concentrate on one process or stage of the pro¬ 
duction of the article. Instead of cloth being made entirely by one man 
from the raw wool, the spinning, weaving, and dyeing are done by 
separate workers, each of whom thus becomes specially skilled in his 
own branch. This stage in the Division of Labour is that which is well 
termed co-operation , i.e., the division of each industry into complete 
processes or stages, the production of the final product being made 
possible by the co-operation of various workmen concentrating on 
respective parts or processes. The work of the master-craftsman is 
naturally increased in such circumstances ; he must not only provide 
the materials and the sales organization, but must also arrange for the 
workmen at each stage to be kept fully employed. The weaver cannot 
profitably be kept waiting for yarn, or the dyer for woven cloth. The 
efforts of all must be co-ordinated and arranged to the best advantage. 

As industry develops, this specialization continuously extends ; 
complete processes are divided into part-processes, and the individual 
worker contributes a continually decreasing part to the final article. 
The master-craftsman passes away, and the functions of labour and man¬ 
agement become quite distinct. The master no longer knows and under¬ 
stands every detail of the work ; the worker may have nothing to do 
with the final form and ultimate disposition of the product. The 
organization of industry becomes an increasingly complex task and 
develops into a separate and important economic function. 

Thus as Society progresses, division of labour involves not only the 
division of processes and the specialization of functions, but also the 
combination and organization of various kinds of workers, and of various 
processes in an industry. From its narrow meaning of the separation 
of employment or of crafts, it is extended to its widest sense of special¬ 
ization, localization and co-operation in industry, with the necessary 
intervention of exchange in all its forms, and the necessary specializa¬ 
tion of capital under countless designations. With every extension of 
the division of labour, the importance of capital increases. Greater 
outlay is required for tools and machines, more labour has to be sup¬ 
ported on upkeep and repair work, while the functions of marketing 
and distributing demand organizations separate from those concerned 
in the making, mining or growing of the product. 


Stages in the Development of Division of Labour 

1. Division into Callings, as where each craftsman applies 
himself to a trade or craft, making a finished article from the raw 


ELEMENTS OF ECONOMICS 


material, and working independently as his own master, e.g., the 
bespoke tailor who makes a complete suit to satisfy each customer’s 
individual requirement. 

Division into Industries. —This may be regarded as a further 
extension of (1), where the craftsman still turns out a finished article, 
but works in combination with other similar workers under a master, 
who provides materials and does the selling. The craft becomes more 
identified as an industry ; the home product is displaced by a factory 
article, but one worker still does the whole job. 

3. Division into Complete Processes. —Several workers, making 
different parts, co-operate to produce a complete article. The suit is 
no longer made by one man ; the cloth is cut, the sleeves made, the 
collar fashioned and attached, the whole is finished—all by different 
workers, each of whom is responsible for and efficient in his own special 
branch. 1 he textile industry is divided into the separate but complete 
processes of spinning, weaving, dyeing, etc. 

4. Division into Incomplete Processes. —With the introduction 
of machinery, each worker’s contribution to the final product continually 
decreases and becomes more specialized and efficient. The number of 
separate processes extends, and what were formerly processes in 
production become in themselves separate industries with their own 
numerous sub-divisions ; e.g., spinning and weaving are specialized 
and form separate industries in the production of cotton and wool, 
each with a multitude of forms, fashions, designs and processes ; the 
woollen industrv is divided into “ woollen ” and “ worsted ” sections, 
and so on. 

5. Territorial Division of Labour, or Localization of 
Industry. —In some districts, labour becomes specialized to certain 
industries which have been set up there because of geographical, 
geological, climatic or political reasons. Frequently, this localization 
applies to different parts of the same district. Lancashire, the home of 
the cotton industry, is a famous example. For generations its inhabi¬ 
tants have grown up with the cotton mills ; the whole environment has 
developed factory' hands of the highest skill and efficiency. Various 
conditions have contributed to the further specialization of spinning in 
certain South Lancashire towns, such as Oldham and Bolton, and of 
weaving in the northern towns, such as Blackburn and Burnley. The 
division is carried even further, and with every stage, labour has become 
more closely adapted to the demands made upon it. 

In the past, political causes have often led to this concentration of 
groups of skilled workers in certain areas. Thus, refugee Flemish and 
Huguenot artisans who settled in East Anglia and Yorkshire were 
largely responsible for the growth of woollen manufacture in England. 
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Simple and Complex Division of Labour 

Division of labour is described as simple when two or more men, 
working in the same way, co-operate to perform a single task, too 
extensive, difficult or burdensome to be carried out effectively by one 
man alone, such as mowing or ploughing a field, lifting heavy goods, 
and hoisting sail on a ship. The division is described as complex when 
each man or group of men undertakes a specialized function which is 
contributory only to the final result ; in other words, when several 
persons or groups unite to produce some result by each undertaking 
some contributory part ; e.g., the complex division of the cotton 

industry' already described, where one man spins and another weaves. 


Advantages of Division of Labour 

A . On Production as a Whole : 

1. Increase of output at less cost per unity such cost implying 
expense of production as well as the sacrifice involved in human 

effort. 

2. Extension of the use of machinery, with its attendant effects 
both in increasing production and in making it more economical. 

3. Improvement in quality of the product, in many cases, because 
each part is the work of a specialist. 

4. Extension in the demand for and use of capital in all its forms, 
and of organizing ability and invention in all its phases. 

5. Extension and diversity of occupations. —New inventions and 
new machines tend to provide additional employment. Unemploy¬ 
ment is thus lessened and the mobility of labour assisted. Women, 
young people and partially disabled men can be employed on less 
onerous tasks, and production as a whole benefits because each 
man can be assigned the job for which he is best fitted. 

G. Increase of invention and discovery of new materials and new 
processes. 

1. Time and tools are saved as there is no passing of labour from 
process to process, and the worker requires a few specialized tools 
and not a large number of different tools and machines. 

B . On the Labourer : 

1. Increase in his dexterity and skill, as he becomes more accus¬ 
tomed to the same task, usually limited in its range. Muscles, 
brain and eye are adapted to certain movements, and become 
almost automatic in their speed and precision. 

2. Time and effort are saved in learning a trade. —Apprenticeship 
is shortened, for as the task becomes subdivided, its difficulty is 
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lessened. It is much easier and more economical to learn one 
branch of a craft than to learn the craft in all its branches. 

3. Strain is diminished by the use of machinery on burdensome 

tasks, although a fast-moving machine may tend to tire out the 
worker. 

4. Ability' and inventiveness are increased : the mechanically 

inclined worker is generally keener and more adaptable. There is 

also a continual demand for invention, organizing ability and power 

to control others. Frequently it happens that the simpler a task 

becomes through sub-division, the more easy is it to invent a machine 
to perform it. 

5. Skill is saved by the employment of the worker on specialized 

tasks, and by his being relieved of the less exacting and monotonous 

work by machinery, or by women, young people and disabled 
workers. 

The worker with peculiar qualities and aptitudes is employed on 
the task for which he is best suited. 

6. Change of trade is facilitated, i.e., the mobility of the labourer 
is increased in certain cases. 

7. Labour becomes specialized in a locality , and generally 
commands a higher price in consequence. 

8. Hours of labour are shortened , and the worker is thus allowed 
greater leisure for physical and mental recreation in pursuits and 
hobbies not connected with his work. Furthermore, factory life 
implies association with many fellow-workers, and consequently, 
there is more social intercourse and each worker has greater oppor¬ 
tunities for self-expression both within and outside the workshop. 


Disadvantages of Division of Labour 

The disadvantages from the point of view of production as a whole 
are in the first place those, enumerated below, that accompany the 
extending use of machinery. Secondly, there are the moral and social 
evils that have resulted from abuses of the factory system and from 
overcrowding in industrial neighbourhoods. Many of these evils, as, 
for example, the insanitary, demoralizing conditions in factories and 
workshops, and the employment of young children, have had to be 
remedied in all countries by special legislation. 

Division of labour has many disadvantages. First, it brings about a 
loss of craft skill and of the sense of responsibility. Before the Industrial 
Revolution, strong personal ties existed between master and man, and 
every craftsman’s work was to some extent a means of self-expression. 
Processes were varied and each worker’s product often reflected his 
own personality, skill and artistic ability. 

Following the introduction of machine-processes, the growth of 
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the factory system, and the development of large-scale production, 
industry became largely dehumanized, while processes became highly 
specialized and, in many cases, highly standardized. As a result, the 
skilled craftsman in most industries gave way to the machine-minder 
with little personal responsibility for, or pride in, or even knowledge of, 
the ultimate product. Workers lose pleasure and interest in their work 
when engaged day by day in the production of an article of the same 

size and design. 

The continuous repetition of the same process causes monotony , 
narrowing of interest, blunting of intelligence, loss of artistic sense, 
industrial fatigue, mind-wandering and day-dreaming, with consequent 
ill effects on the mentality of the worker and on the quality and quantity 

of his output. . f _ .... 0 . r 

Another disadvantage to the worker is his loss of mobility, specializa¬ 
tion is frequently one of the greatest obstacles to the free movement of 
labour. A workman who has been engaged for years in performing a 
single operation may find, when faced with the necessity of obtaining 
new employment, that he is fitted for no other occupation ; and inthis 
respect the skilled worker is frequently worse off than the unskilled, 

whose market is much wider. 

On the other hand, the tending of one machine, especially oi the 
automatic variety, is often much the same as the tending of another, 
in which case specialization may assist rather than hinder mobility of 
labour. For example, a workman accustomed to the lathe or drilling 
machine may find employment of similar character in one of a multitude 
of different workshops. I he more mechanical the operation, the easier 
and more quickly the worker can learn to carry it out. 

Numerous and varied attempts have been made by far-seeing and 
benevolent employers to reduce these disadvantages to the workers. 
Shorter hours, leaving more time for leisure ; rest pauses ; welfare 
schemes involving the provision of rest rooms, reading-rooms, dining¬ 
rooms and playing fields; co-partnership arrangements and profit- 
sharing schemes—these are among the methods now being widely 
adopted to restore to the worker some measure of responsibility and to 

counteract the effects of routine and monotony. 

There are certain limits to the increased division of labour. As is 
explained in Chapter 11, technical considerations make it impossible 
for specialization to be carried as far in some industries as in others. 

Use of Machinery 

The use of machinery has extended with every development in the 
arts and processes of production. Man continually seeks more efficient 
tools so as to increase his output, relieve him of heavy work, and assist 
him to obtain finer and more accurate results. The use of steam power 
resulted in enormous progress ; the harnessing of electric energy was 
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no less important. Inventive skill has placed at the disposal of the 
producer machines of the most amazing complexity and intricacy, of 
the greatest delicacy of touch, of enormous strength and power, and of 
an endless variety of design and usefulness. 

Each additional application of machinery has necessitated the 
further specialization of the functions of labour ; on the other hand, 
the extension of the division of labour has frequently necessitated and 
generally resulted in the creation of new types of machines capable 
of dealing with a particular process or of perfecting some part of the 
product. Thus the use of machinery is sometimes a result and at 
jther times a cause of the division of labour, but it has some important 
general effects on labour as a whole. We may consider these respec 
tively under the advantages and disadvantages of the use of machinery 
in production, noting that some of the former constitute also the 
general advantages of the Division of Labour (see page 73). 

Advantages of the Use of Machinery 

Generally, the use of improved tools and machinery eliminates 
much waste of energy, assures a more perfect and satisfactory product, 
and enables the labourer to employ his ability and strength to the best 
advantage. The general result is that a greater quantity of goods and 
services can be obtained from a given amount of resources. More 
particularly, the advantages of machinery are that:— 

1. Man’s Power and Command over Nature are Increased.— 
No human effort can achieve the same results as the floating dock, 
the mammoth crane, or the steam hammer. The Suez Canal, like 
the Pyramids of old, could have been constructed by the manual 
toil of a myriad men ; but the cost in labour, time and money 
would have been greatly increased. 

2. Man is Relieved of Drudgery and Monotony. —Many 
processes of production are monotonous in the extreme, whilst 
others are of such a heavy and objectionable nature as to shorten 
the lives of the workers engaged in them. Machinery does much to 
eliminate these features of industry, e.g., the planing machine has 
eliminated the wearying toil of smoothing boards with a hand plane ; 
a printing machine now prints and folds our newspapers, the 
folding of which was once a most monotonous and poorly paid form 
of hand labour. 

3. Construction and Care of Machinery Develop Ability, 
and Facilitate Mobility of Labour. —It goes without saying 
that the construction of a delicate machine and the handling of a 
fine instrument are in themselves conducive to keener perception 
and greater intelligence. The same is true in greater or less degree 
in regard to all forms of machinery : the agricultural labourer who 
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has become accustomed to the control of a motor tractor and 
perhaps a small oil engine, is generally quicker-witted than he who 
has toiled always with fork and spade, hand-plough and harrow. 
Machinery makes man mechanically minded. Experience with one 
type of machine assists the worker to grasp the control of another, 
and thus to move more easily from trade to trade than would 
otherwise be the case. This increase in the mobility of labour 
tends to reduce unemployment among machine minders of all grades. 

4. Machinery is Faster, more Accurate and more Regular. 

It requires little imagination to appreciate the disparity between 
the output of a hand-printing press worked in conjunction with 
manual folders, and that of a present-day newspaper press, capable 
of printing, folding and counting 80,000 sixteen-page papers in one 
hour of running speed. The hand of man cannot work as rapidly 
as a steam riveter, nor can his eye follow its blows, delivered with 
amazing speed and wonderful precision. Innumerable similar 

examples might be quoted. 

5. Output is Increased at a Lower Cost per Unit. —Nails 
were once made by hammer and hand from short lengths of iron 
and, naturally, they were comparatively expensive. Today a simple 
machine feeds itself with wire from a spool, and delivers the nail 
complete with head and point, ready for immediate use, at an 
astonishing rate and with a minimum of trouble. One operator 
can quite easily control as many as forty of such machines. Today 
we regard as commonplace the carrying of a ton of goods at the 
cost of a few pence a mile, or the printing of a newspaper and its 
distribution for sale at three halfpence per copy. There is also a great 
saving in outlay on tools : a worker requires fewer tools for a 
specialized job than if he does several different jobs. Machinery 
and tools, being in constant use, give a better return on the capital 
invested in them. 

6. Standardized Production is made Possible. —The pro¬ 
duction of the efficient family motor car at a comparatively low 
price is made possible solely by the use of machinery, which by its 
speed and accuracy enables the manufacturer to employ mass- 
production methods, and to turn out vast quantities of parts, all 
of which are accurate to a degree, easily interchangeable and much 

less costly than hand-made parts would be. 

Machinery also makes possible the standardization of method , 
whereby one establishment may specialize in a great variety of related 
products (e.g., pressed metal ware) that involve similar, if not 
identical, processes. 

7. Machinery has Provided Employment and Improved 
the Standard of Living, by bringing a great variety of cheapened 
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necessaries and luxuries within reach of the poorer classes. The 
production of machinery in itself finds work for more workers, 
while the cheapening of many articles leaves buyers more to spend 
on other things. Thus demand has extended, markets have 
expanded, and labour has benefited from the greater demand for 
its services. 

Machinery has made possible the vast extension of rapid travel, 
the widespread availability of books and newspapers, and the use 
of such time-saving devices as typewriters, teleprinters, vacuum 
cleaners and sewing machines. All such articles require labour for 
their production, sale and distribution, but save much wearying 
labour by the work they perform. 

Apart from the question of employment, the worker benefits 
also as a consumer of articles, such as clothes, kitchen utensils and 
tinned food, which are produced by machinery and marketed at 
much lower prices than were previously possible. 


Disadvantages of the Use of Machinery 

Although the worker has benefited as a consumer as a result of the 
use of machinery, its introduction and extended use have on occasion 
caused much suffering to certain sections of labour. 

Machinery Causes Hardship by Displacing Labour. —A motor 
plough tended by two men can do in one day the work previously done 
by ten men working with hand ploughs. Hence, such ploughs when 
first introduced tended to throw out of work agricultural labourers who 
were fitted neither by training nor by inclination for other work, even 
if such work had been available. The story of progress has been the 
same for several centuries : the power loom displaced the hand weaver, 
the steamship ousted the sailing vessel, and the taxi drove out the 
horse-drawn cab. Every such change has involved the displacement 
of labour. 

In most cases, the labour displaced is eventually absorbed elsewhere 
in the ever-growing maw of industry, but the process is not always easy 
and at best is slow, the younger generation faring better than the older 
men, to whom change comes less easily. 

Handicraft Workers are Reduced to Semi-skilled Machine 
Tenders. —The machine-made watch and clock have almost displaced 
the pride-wrought productions of the skilled watch and clockmaker. 
Machine-made lace has long displaced the delightful handiwork of 
skilled and painstaking fingers. Only a few centres and a very few 
firms have made such a reputation for craftsmanship as to be able to 
compete with the modern product, which satisfies ninety-nine per cent, 
of those who come to buy. As a rule a craftsman cannot, therefore, 
afford to train his son to follow in his steps ; the lad (and frequently 
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the father himself) is forced by the pressure of competition to enter the 
factory, where his energies are applied in tending machines, and where 
his abilities are assessed, not according to the beauty of the product, 
but rather according to the amount of work which he gets out of the 
machine, according to the care with which he feeds and oils it, and to 
the quickness with which he detects a warning note in its steady hum. 

Machine-work is Not Always as Fine and Artistic as Hand¬ 
work. —The machine cannot always provide the finish that distinguishes 
hand-work, and many people still travel far in search of the hand-made 
article and pay a high price for it. Such preferences tend to decrease 
as machine-made articles improve, and as man, with an ever-increasing 
variety of objects on which to spend his money, becomes more content 
with a reasonably-made and reasonably-priced machine product that 
adequately satisfies his need. 

There is, however, another aspect. Machinery today has reached 
an almost inconceivable state of delicacy of touch and perfection of 
execution ; it is capable of minute work to a degree that man can 
never equal, whilst it can perform work on heavy articles quite beyond 
human power. Only in a very few branches of production can hand¬ 
work be said to excel—in such luxury trades as those of gem-setting, 
expensive lace-making, dress-designing and hand-painted work, which 
still require the individuality of the craftsman. In many of the cases in 
which the machine product is inferior, man is to blame rather than the 
instrument, which is employed to produce a cheap article on a vast 
scale. Machinery in such circumstances may be said to be abused rather 
than used ; it is worked to its full capacity to supply any kind of article 
so long as it is an article of the kind desired. The lasting qualities and 
usefulness of the products are a secondary consideration. Some 
machine-made toys will break with the least handling, while some cheap 
machine-made clocks may go for a few weeks and then stop for ever. 


CHAPTER 9 


CAPITAL—ITS EVOLUTION AND CLASSIFICATION 


Capital is that part of the wealth of individuals and of communities , 
other than land , which is used to assist in the production of goods. Capital 
exists in the form of such things as food, clothing, shelter, factories, 
tools, instruments and machinery ; or as seed, raw materials and 
minerals drawn from Nature for productive uses ; or as means of 
transport, such as roads, railways, canals and bridges ; or as instru¬ 
ments of exchange and stock-in-trade. The forms of capital are 
endless ; its uses and application in industry are without number. 

The criterion of what goods should be regarded as capital is not 
whether the process of production in their case is complete. A loaf in 
the hands of a consumer is not capital ; while on the baker’s shelf it is. 
For the shopkeeper or wholesaler, stocks of saleable goods are as much 
capital as premises or delivery vans. 

From the standpoint of the capitalist, capital may be defined as 
any kind of wealth , other than land , which is expected to yield an income. 
There is really little difference between this definition and the first 
one; they are in fact two different conceptions of the same thing. 

By Society, capital is regarded as an agent of production ; by the 
capitalist-owner, it is regarded as a source of income. The attribute of 
capital as an agent of production may be described as its natural 
characteristic ; its attribute as a source of income is its acquired char¬ 
acteristic . There is nothing conflicting in the ideas, for in both cases 
the capital, by its use in production, yields to its owner an addition to 
his existing wealth. If this were not so, the capitalist would not lend, 
and the producer would not conduct business on borrowed money. 
The characteristic of capital as a source of income is partly responsible 
for the socialist and communist opposition to the “ capitalist ” system. 
It is recognized by such opponents that capital is essential to production 
under modern conditions ; but it is maintained that it should be under 
State control and ownership and that all income created by capital 
should accrue to the State. Socialists have no desire to destroy capital : 
they aim solely at placing the ownership of capital in the essential means 
of production (e.g., coal, transport, power and banking) in the hands of, 
or under the direct control of, the State. 


Capital and Money 

Some difficulty is frequently experienced in obtaining a clear idea 
of the economic conception of capital because of the use of the term in 
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reference to the “ capital of a limited company,” or to the “ capital ” 
value of the national debt, and so on. From the viewpoint of the 
shareholder or stockholder, such items are correctly described as capital, 
but, so far as the company and nation are concerned, they are forms of 
debt on which interest and dividends are paid. National loans may be 
employed for the destruction of wealth, as, for example, in wartime ; 
and individual wealth may be wasted by a spendthrift. Nevertheless, 
company shares and government stocks are capital to the individual 
owner, and yield him an addition to his wealth in the form of dividends 
and interest ; and that portion of the national debt or of the capital of a 
company which is represented by buildings, office equipment, machin¬ 
ery and vehicles, is indeed real capital, an instrument of production. 

Money can be regarded as capital in the economic sense only when 
it is used to buy resources of land, labour and/or materials for use in 
further production. £100 in gold coins in a stocking may be wealth, 
but it is not capital. It does not become capital if it is spent on cigars 
and cigarettes, on luxuries or on pleasure ; as such it is neither a source 
of income nor an agent of production. All money is wealth, but not 
all money is capital. Money becomes capital only when it is used in 
production. 

Functions of Capital 

J. S. Mill 1 stated that capital consists of “ whatever things are 
destined to supply productive labour with its various pre-requisites.” 
It enables production to be carried on and producers to await the result 
of any work that takes time to complete. Futurity is the fundamental 
idea underlying capital. Capital performs its functions only when it is 
being used in production. 

Briefly, the functions of capital may be said to consist of: 

1. Provision of Subsistence, in the form of food, clothes and 
shelter, and the maintaining of the labourers and producers while 
they await the results of their efforts. As productive pro esses are 
frequently involved and of long duration, the provision of sub¬ 
sistence pending completion of the product is an important factor. 

2. Provision of Appliances essential to production, and 
nowadays necessary to enable production to be speedy, accurate and 
automatic ; to relieve the worker of drudgery, fatigue and over¬ 
exertion ; and to correlate the various productive agencies. 

3. Provision of Materials. —The materials of industry are of 
great variety, and include not only raw products derived from 
Nature, but also semi-manufactured and manufactured articles 
used as the raw materials of further stages of manufacture. 


1 Principles, Book I. iv. i. 
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Forms of Capital 

Capital may be classified, according to its functions in production, 
as follows :— 

1. Private, Social and National Capital.— Private or 
individual capital consists of such possessions as are owned or partly 
owned by an individual or private person, as distinct from those 
things comprised in the term social or public capital, which belongs 
to the community generally. Compare for example, the ownership 
of a freehold house, or of a piano within it, and the ownership of a 
public highroad, or of the Houses of Parliament. The term national 
capital is used to mean the total capital of the nation as a whole, 
i.e., the aggregate of the private capital of its nationals, together 
with the total of the nation’s social or public capital. 

2. Material and Personal Capital. —The former consists of 
objects which exist in a concrete, tangible form, and are capable of 
being transferred from one person to another, such as a surgeon’s 
instruments, his garden roller and his motor car. The term personal 
capital comprises an individual’s ability, capacity or faculty — 
“ all those energies, faculties, and habits which contribute to make 
a people efficient,” such as a surgeon’s skill or an engineer’s technical 
ability. 

As these personal attributes cannot be transferred from one 
person to another, although they can transfer benefits that are 
valuable to others, they are not capital or wealth in the economic 
sense. Thus, a surgeon’s skill usually represents considerable 
invested wealth ; although it is not capital or wealth in an economic 
sense, it is an important source of income to the possessor. 

3. Trade (or Production) and Consumption Capital.— 
Trade or production capital includes all producers' goods , i.e., all 
commodities used in the production of other articles or commodities, 
such as tools, machinery and raw materials. Consumption capital 
includes all consumers' goods, i.e., all commodities that directly satisfy 
the wants of final consumers, e.g., food, clothes and houses. 

4. Fixed and Circulating Capital.— Circulating capital fulfils 
the whole of its office by a single use in the production in which it 
is engaged, its value passing once and for all into the value of the 
final product; e.g., raw materials, seeds, fuel and money paid away 
in wages, all of which are used once only. Fixed capital , on the 
other hand, exists in a durable shape and brings in an income or 
return according to the length of time during which it is used ; it 
can fulfil its office in production more than once, and its utility is not 
exhausted by a single use. Examples of fixed capital are buildings, 
machinery, canal barges, railway trucks and office furniture. As 
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circulating capital is used once only, its single use must result in a 
replacement of the original capital, and also in a creation of sufficient 
additional wealth to make its use profitable. The return to fixed 
capital is usually spread over a long period, but the aggregate 
value of the return must be sufficient to cover the original capital 
and also to provide a fair rate of interest thereon, i.e., a reward for 
the period during which the capital is used. 

5. Sunk and Floating Capital, sometimes called specialized 
and unspecialized capital. Capital is said to be sunk or specialized 
when it has assumed a form which makes it unsuitable for any other 
purpose, or when it cannot be changed or recovered ; e.g., capital 
invested in tunnelling or in the drainage of land. Capital is said to 
be unspecialized , floating or free when it can be changed at will for 
employment in any branch of industry, and can at any time assume 
a different form ; e.g., money, stock-in-trade, fuel, raw material 
and book debts. 

J. S. Mill defined sunk capital as capital which is “ rendered 
permanently incapable of being applied to the maintenance and 
remuneration of labour.” Obviously capital will not be sunk 
unless the owner has reasonable security and a fair hope of a return 
on his investment, and unless current conditions or business 
activity and enterprise justify the sinking of capital for productive 
purposes. 

The proportion between sunk and floating capital is of import¬ 
ance to the community. The sinking of too high a proportion of 
the available capital in permanent works, e.g., blast furnaces and 
ships (i.e., the undue specialization of capital ), is an important 
cause of crises and of unemployment, for, in the event of inactivity 
in the trade in which the capital is sunk, the capital cannot easily be 
transferred to other purposes. 

6. Remuneratory and Auxiliary Capital. — Remuneratory or 
wage capital is that wealth which is applied to the payment of labour 
engaged in production. Auxiliary or instrumental capital comprises 
all other forms of capital which assist labour in production ; such as 
machinery, raw materials, tools, ships and railways. 

In any business or industry both remuneratory and auxiliary 
capital must co-operate, but the proportion of one to the other 
varies considerably, chiefly according to the : 

(a) Nature of the Business. —In some businesses the labour 
force is extensive, in others it is not. Compare, for example, 
a coal mine and a stockbroker’s office. 

(b) State of Invention. —As processes become more complex, 
so generally does the labour force increase. On the other hand, 
the constant invention and application of machinery for industrial 
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purposes tend to lessen the need for labourers, and to increase 
the proportion spent on fixed and auxiliary capital. 

(c) Relation between the Cost of Capital and Labour. —In 
many businesses it is possible up to certain limits for an employer 
to use either capital or labour in production, substituting one 
for the other as may be more profitable. The same process may 
be done by hand labour or by machine. If an employer uses 
chiefly hand labour, he pays more in wages. If he uses machinery 
on a larger scale, he pays more in interest on capital. This 
competition between two factors engaged in production is an 
instance of the principle of substitution. 

7. Revenue or Lucrative Capital is so called because it 
yields a money income to its owner. 

8. Loanable Capital exists in such forms as can be lent for 
productive uses. The best example is money or credit, and 
the most easily accessible form is that of a bank balance, which 
can be lent to others by its owner or by the holding bank. 

1 he foregoing categories are not exclusive. Thus, capital sunk in a 
machine may belong to several classes at the same time, e.g., private, 
material, productive and fixed capital. 

How Capital is Produced and Accumulated 

Capital is obtained only as the result of co-operation between land 
and labour. Capital is thus a produced agent of production. 

Under primitive conditions, capital accrues as the direct result of 
abstinence or saving and labour on the part of its owner. The early 
fisherman who constructs a canoe or net, wherewith to increase his 
production of food, must for a while apply in the making of the canoe 
or net part of the time and labour previously spent in fishing, and will 
probably have to be content with less food during the process. The 
primitive farmer harvests his crop and retains a portion of it as seed for 
future crops. The product, in whatever form it finally appears, is the 
result of past labour and of saving or “ zvaiting ” ; it represents a surplus 
of production over consumption —a surplus set aside for the future by 
sacrificing some consumption in the present. 

In modern times the saving of capital rarely takes the form of the 
retention of material objects such as seed and materials. Incomes are 
paid in money, and saving takes the form of setting aside part of that 
money for deposit in a bank or similar institution. But no new principle 
is involved. Money merely represents goods which it will purchase, 
and the saving of money instead of its immediate spending is actually 
the putting away of the right to obtain goods in the future. 

Possibly the money or capital will be left almost indefinitely with 
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the bank : it then becomes a source of income to its owner, who lends 
it to the bank. In turn the bank lends such savings to other borrowers 
for use in production, so that the original savings of a depositor come 
to be applied in the production of further wealth, and his capital fulfils 
the two functions previously noted of an agent of production and a 
source of income. 

Saving is not, however, synonymous with the accumulation of 
capital. To reserve productive resources for future production does 
not mean that such resources will automatically be converted into 
capital equipment. If they are not so converted (as we shall see in 
Chap. 19, dealing with Interest, and also in Chap. 30), the purpose 
of saving is not fulfilled ; all the capital goods already produced will 
not be bought, with the result that there will be unemployment and 
loss of income in the industries producing the capital goods. For the 
time being, however, we may assume that resources released 
from current consumption will be applied to the production of capital 
goods. 

The term “ waiting ” used above is to be preferred to the older 
term “ abstinence,” because of the implication by the latter of a painful 
or exhausting process. The accumulation of wealth for capital uses 
does not necessarily imply any painful discomfort, although it represents 
a deliberate sacrifice of present for future uses. 

Capital is sometimes defined as “ the result of past saving or abstin¬ 
ence,” no reference being made to the element or contribution of past 
labour. Such a statement, however, is incomplete, and in some respects 
unreasonable. “ It is inconceivable how anything whatever could be 
produced by a purely negative act ; whether we call it abstinence or 
saving, in either case it is simply an abstention. . . . Production is a 
positive act, not a negative one. ... As Bagehot very pertinently 
enquires, how does a herd of cattle represent any saving whatever ? 
Has its possession entailed any privations on the part of the owner ? 
Quite the reverse, for thanks to the milk and meat he has been better 
fed, and thanks to the wool and leather he has been better clothed.” 1 

It is, therefore, preferable to say that capital is accumulated as the 
result of a surplus of production over consumption. This means either 
that the wealth produced has exceeded demands for immediate con¬ 
sumption, or that people have consumed less than was actually required 
to satisfy their wants, and have used the surplus for productive purposes. 
** The fund from which saving can be made is the surplus of the produce 
of labour after supplying the necessaries of life to all concerned in the 
production. . . . More than this surplus cannot be saved under any 
circumstances. . . . This surplus is the fund from which all additions 
are made to capital.” 1 Thus the provision of capital is dependent on 
two factors : ( a ) The power to save, and ( b ) the will to save. 


1 Gide, Political Economy , pages 112-113. 


2 Mill, Principles , I. xi. i. 
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Power to Save 

The power to save implies a surplus of production over consumption, 
such as may accrue from increased production or from decreased 
consumption. It therefore depends on the efficiency of the commerce 
and industry of a country. This in turn depends on many factors, 
including the natural resources, such as climate, mineral wealth, good 
harbours and transport facilities ; on the geographical position relative 
to other nations ; on the efficiency of the banking and credit systems ; 
on the profitable organization of the factors of production—land, labour 
and capital; on the utilization of machinery, inventions and new 
processes ; on the business and moral characteristics of the inhabitants, 
and on the amount which is taken for purposes of taxation. 

Will to Save 

The will to save is more of a personal matter, and depends chiefly 
on individual characteristics, particularly on the various motives which 
create in man a desire to accumulate wealth. It is also profoundly 
influenced by the conditions within a country : saving is encouraged 
in a civilized community where law and order are maintained, and 
where a man can reasonably look forward to the future enjoyment of 
the results of his efforts. Security, or the possibility of preserving the 
wealth saved against fraud, theft and exaction, and the existence of 
means of safeguarding wealth or of investing it safely, are thus essential 
factors. They depend largely on good government, on the maintenance 
of peace and tranquillity, on the existence of stable currency conditions, 
and on the prevalence of good credit both at home and abroad. There 
can be little desire to save if revolution, war or natural calamities such 
as floods and earthquakes make the future uncertain and the preserva¬ 
tion of wealth hazardous, or if the effort of saving is rendered futile by 
heavy taxation or by inflation of the currency. On the other hand, 
saving is encouraged by the existence of money as a store of value ; by 
the development of savings banks, deposit banks, building societies, 
insurance companies and savings clubs, and by the perfection of facilities 
such as those provided by the Stock Exchange, whereby the investment 
of capital is made possible and facilitated. The level of current interest 
rates is also a factor influencing the will to save : when interest is low 
the inducement is less than when it is high. 


Motives that Induce Men to Save 

Desire to Provide for Oneself and One's Family. —This is commonly 
termed “ foresight ,” and is undoubtedly the strongest incentive to 
saving for future needs. 

Ambition to Command Social Esteem, Power and Influence. —The 
greater the esteem in which wealth is held and the greater the power it 
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wields, the stronger is the ambition to accumulate capital. In the 
United States and Britain this motive is especially prominent. 

Ambition for Success in Business. —This is closely allied to the 
previous motive, and induces men to exert themselves to the utmost in 
order to excel and surpass their fellows and competitors. Ambition for 
success may be quite independent of any desire to possess wealth, 
and is frequently influenced by the “ tenacity of the habit of work.” 

Desire to Postpone Consumption in order to obtain Interest. —Accu¬ 
mulation is stimulated if the rate of interest is high, and a high rate of 
interest in itself provides a fund for further saving. We should thus 
expect saving to be more pronounced in countries where the rate is 
high, but generally a prevailing low rate of interest, as in England, 
indicates a high degree of security and ample means of investment 
which are in themselves sufficient to keep up the rate of accumulation. 
On the other hand, a high rate—where it is not due to a scarcity of 
capital and an absence of thrift on the part of the inhabitants—is 
frequently a sign of insecurity, and its continued existence may tend to 
restrict production and thus to check accumulation. 

Growth of Capital 

There are considerable variations in the growth and in the rate of 
growth of the different forms of capital, variations which become 
more and more accentuated with every advance of industrial science 
and art. The growing application of machinery to industry and the 
improvement in processes and methods have tended to the replacement 
of much labour by relatively more productive machinery ; fixed and 
auxiliary capital thus tend continually to increase. Similarly, the 
accumulation and distribution of wealth in a progressive community 
tend to a continual increase in the quantity and value of consumption 
capital : people who earn more spend more on houses, furniture, 
clothes and food. Again, increased industrial efficiency and improved 
organization tend to reduce the proportion of circulating capital utilized 
by a business ; less stocks have to be carried and money is turned over 
more quickly. Private and social capital increase together : the more 
wealthy the community and the more advanced its development, the 
greater the amount of wealth which is spent on such general utility 
undertakings as roads, harbours, public buildings and water supply. 

Thus we find that one kind of capital tends to increase with progress 
whereas another kind tends to decrease but, generally speaking, that 
almost all forms of capital tend to increase with the development of society. 

Assurance and Saving 

The accumulation of capital and saving are considerably encouraged 
by the growth of life and endowment assurance, which impose on the 
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assured a kind of enforced saving for future needs. The system of 
endowment assurance is a strong inducement to save because it enables 
the assured, while he is providing for himself and his family in the 
future, at the same time to protect his family or other dependants 
against loss of the wage-earner. Furthermore, the system of industrial 
life assurance, by enabling the poorest classes in the community to pay 
premiums in small weekly sums, encourages saving in quarters where it 
would appear well-nigh impossible. 

As a result, numberless comparatively small sums, collected from 
all classes in the community, are gathered by the assurance companies 
into large centralized funds, which are remuneratively employed in 
investments on the Stock Exchange, in loans and in other profitable 
ways. Such capital is thus made available for industrial and commercial 
purposes, with advantage to the community as a whole. The skilled 
investment of funds results in a relatively high and regular return which 
enables the companies to strengthen their financial position by the 
establishment of healthy reserves. As a rule, periodical distributions 
are made to the policyholders, whose savings are correspondingly 
increased by no real effort on their part, while the establishment of 
strong positions permits the companies to lower their rates of premium 
and make the method of saving by assurance still more attractive. 


Saving v. Spending 

The essential difference between spending and saving is not that 
money spent is used to stimulate production whereas money saved is 
hoarded. Actually, the money in both cases stimulates production, 
either directly as a result of spending, or indirectly, as a result of saving 
through such agencies as banks, insurance companies and building 
societies. 

The difference lies in the fact that, when money is saved, there is an 
important change in the distribution of purchasing power. If people 
spend more, they increase the demand for consumers’ goods, whereas, 
if people save more, they lessen that demand and so reduce employment 
in businesses that produce and distribute consumption goods. On the 
other hand, savings are applied through the banks and other agencies 
to finance trade and industry, and especially the production of capital 
goods. As a result, there is more employment in businesses that 
produce and distribute capital goods, the purchasing power of the 
people employed therein is increased, and that purchasing power is 
used very largely to purchase consumers’ goods. Thus, the general 
effect of saving is to increase the production of capital goods and so 
indirectly to increase the demand for consumers’ goods, and to stimulate 
industries that produce those commodities. 

Clearly, therefore, Society should aim at a correct balance between 
saving and spending. Excessive saving may result in a lower standard 
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of living than would otherwise be achieved ; excessive spending may 
prevent the accumulation of the capital equipment necessary to raise 
the standard of living. Moreover, unless savings are smoothly and 
quickly absorbed into industry (which is by no means always the case— 
see Chapter 30 ), the volume of employment in the consumption indus¬ 
tries will fall off (because part of the incomes that are saved is withheld 
from current consumption), and not enough employment will be 
created by means of new investment to offset the reduced employment 
in the consumption trades. The result may be a reduction in incomes 
and a reduced power to save. 

Even when adequate new investment does take place, there may still 
be adverse effects on industry if the production of capital goods increases 
more rapidly than the consumption of the commodities that the capital 
goods produce ; ultimately, the over-production of capital goods on 
the one hand and the under-consumption of consumers’ goods on the 
other may cause widespread depression. 


D 



CHAPTER 10 


ORGANIZATION OF PRODUCTION 

Some degree of management or organization is necessary even in the 
elementary stage of production. The peasant proprietor, who himself 
controls all three factors of production, has to exercise some organizing 
ability to get the best results. The various sections of his land must be 
developed to their full extent ; the work in the fields must be done in 
appropriate order and in due season ; everyone working on the land 
must be provided with adequate capital in the form of tools, and to 
each must be allotted a fair share of the daily work. 

The need for organization and direction increases when the factors 
of production are owned by different persons, or are situated in 
different places, or have to be applied at different times or in changing 
proportions. Then an agency is required to bring the various factors 
together, to co-ordinate their functions, and to supply each factor in 
the right proportion and at the right time. This task is performed by 
the Organizer or Entrepreneur , or, as he is sometimes called, the 
Captain of Industry. 


The Entrepreneur 

The functions of the entrepreneur in production can be most easily 
understood by reference to the one-man business, whether that of the 
small shopkeeper or of the professional man, or the large retail store, 
or the great manufacturing concern personally controlled by an 
industrial magnate of outstanding ability. 

In all such cases the entrepreneur is usually the owner as well as 
the organizer. He initiates, undertakes and organizes production, or 
takes the responsibility for seeing that others carry out his plans. 

He assumes responsibility for the choice of the site of the business— 
whether shop, factory or office ; for the nature, quality and quantity of 
the product ; for the purchase of the raw material, equipment and 
machinery ; for the employment, discipline and control of the labour 
under his direction ; for the sale of the finished article ; and for the 
general care of the property of the concern. 

In co-ordinating and directing the various factors of production, 
the entrepreneur uses the land for building purposes; turns the 
monetary capital placed at his disposal into buildings and machinery, 
tools and raw materials ; and organizes the labour force to obtain the 
best results. The provision of appliances implies the selection and use 
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of the most efficient types, the supervision of their repair and replace¬ 
ment, and ensuring that all are adequately employed. The direction of 
the labour force involves the employment of the right proportion of 
skilled and unskilled workmen ; the correct and equitable allocation of 
duties ; the encouragement of energy, industry and skill, and the 
elimination of waste labour-power. 

When the product is complete, plans must be made for its marketing 
and sale. This involves the institution and organization of advertise¬ 
ment campaigns, the employment of sales managers and travellers, the 
fulfilment of orders and the despatch of goods- to purchasers. The 
extension or contraction of the business to meet fluctuations in demand 
and changes of fashion forms part of the entrepreneur’s work, and 
demands foresight, judgment, intelligent anticipation of the future, 
a wide knowledge of markets and of market conditions. 


Assumption of Risk 

An important characteristic of modem industry is that production 
has to be instituted long before the product is marketed. The organizer 
must lay his plans and set to work months, or even years, before he can 
satisfy the anticipated demand. The more complex the arrangements, 
the greater is the danger that they may be upset by an unforeseen 
contingency and the greater is the risk arising from such uncontrollable 
factors as the failure of the human element, the breakdown of expensive 
plant, the exhaustion or failure of supplies of essential material, the 
change of fashion, or a hundred and one other contingencies. 

If every man were deterred by such considerations, many great 
enterprises would be still unstarted. It is the function of the entre¬ 
preneur to stake his reputation and fortune, to “ back ” his luck and 
judgment ; in brief, to undertake the risk. And the greater the risk, the 
larger is the expected reward. 

Some business risks are purely financial , e.g., the risk of fire, burglary 
or breakage (which can be provided for by insurance) ; or the risk of 
adverse movements in foreign rates of exchange or in the prices of 
certain raw materials (which can normally be covered by forward 
purchases or by dealing in “ futures.”—See Chapters 12 and 29). Such 
risks are known or calculable ; they call for no special ability or foresight 
on the part of the entrepreneur. 

Other risks are essentially industrial and incalculable , e.g., the risk 
that fashion may change, or that invention may lead to the substitution 
of a better product, or that competitors may produce the same article 
at a lower price, or that war may cause a great falling off in the demand 
for a product. No provision can be made to guard against or to cover 
such risks. They are the true risks of the enterprise ; they must be 
carried by the entrepreneur himself. 
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Delegation of Entrepreneur’s Functions 

Although there are many thousands of businesses in which the 
functions of the entrepreneur are carried out by the owner or pro¬ 
prietor, either alone or in partnership with another or others, the 
tendency today is for a business to be established as, or turned into, a 
joint-stock company, wherein the essential risk-bearing function of 
enterprise is not necessarily borne by the organizers or managers of 
the concern. 

Today, the man of ideas and ability who wishes to develop a profit¬ 
able invention or produce and market a special product can initiate and 
build up a large business with little or no financial risk to himself. 
He can attract not only the assistance of hundreds of workers of all 
kinds, from the highly-skilled technician and administrator to the clerk 
or lorry-driver, but also as much capital as his undertaking requires. 
Likewise, the entrepreneur who by his enterprise and ability has 
already established a profitable business can without difficulty obtain 
additional capital for expansion. 

As savings increase, investors are always on the look-out for profit¬ 
able outlets for their capital; and the greater the prospect of reward 
and the better known the powers of the entrepreneur, the more easily 
is the requisite capital forthcoming. The incessant flow of company 
prospectuses during a time of trade activity in itself indicates how easy 
it is for men of enterprise, capacity and ability, to attract whatever 
capital they require. 

In a limited company, the shareholders are the financial risk-bearers, 
and, as the preference shareholders usually have a first claim to 
a stipulated rate of dividend and preferential rights in the event of 
liquidation, the main risk normally falls on the ordinary shareholders. 
While shareholders may delegate the work of organization to salaried 
managers or directors, who may or may not take a share of the profits 
and may or may not assume any financial risk, the shareholders stand 
to lose their invested capital or stand to gain if the business is successful. 
Managers or directors who receive salaries or fees are merely employees, 
and the risks of enterprise (the assumption of which is an essential 
function of the entrepreneur) are entirely borne by the shareholders. 
Although such shareholders take no part in the management or direction 
of the concern (unless they are directors or managers), they can, through 
their powers of voting and of electing directors, exercise a high degree 
of control over general policy and enterprise. 

Again, in modem industry much of the risk which was at one time 
assumed by the manufacturing entrepreneur is shouldered by the 
merchant who, himself a true “ venturer,” does not undertake actual 
production. He acts as a market specialist, employing his abilities in 
studying design and fashion, the state of trade and the probable source 
of demand for a given product or group of products. When he has 
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decided on the nature and design of the product which he proposes to 
market, he may arrange for its production by manufacturers in this 
country or abroad, supplying them with the benefit of his experience 
and abilities, and possibly also with a large proportion of the necessary 
capital. The merchant acts as an intermediary between the producers 
of the commodity and the retail and wholesale agencies by which it is 
distributed to consumers. He initiates the production of goods to meet 
his estimate of the demand, and he stands to lose if his anticipations 
are incorrect and the market turns against him. The merchant class is 
thus to a very large extent responsible for the direction of productive 
effort. 

Thus the organizer today may not contribute either natural 
resources or capital to production, and he may not bear all the risks. 
Conditions have greatly changed since the master provided the raw 
materials, buildings and tools, and worked also side by side with his 
men, obtaining as his reward a share of the product compounded of 
rent for his land and buildings, interest on his capital, wages for his 
own services, and profits for his assumption of the risk of loss. Only 
in agriculture, retail trading and the various professions are all the 
factors of production frequently contributed by one person. In industry 
generally, the various factors are contributed by many persons, and 
assembled from numerous sources under one management. In fact, one 
of the most important trends in modern industry is the continually 
increasing separation of ownership and control, with the resultant 
difficulty of finding out just who performs the entrepreneurial functions 
in the modern corporate form of enterprise. 


Aims of the Entrepreneur 

The entrepreneur seeks to produce his output at the lowest possible 
cost per unit, so as to maximize his profit. In analysing his results, he 
must include all items that contribute to his total costs of production, 
and make due allowance for the costs of factors supplied by himself or 
by outside sources. If he supplies any capital, he must make an appro¬ 
priate allowance for interest thereon. If he provides land or uses his 
own factory, he must allow himself a reasonable rent before he can 
determine his reward as entrepreneur. 

If his calculations have been accurate and his judgment correct ; 
if business has been favourable and he has been able to sell his wares 
at a profit, the prices he receives for his goods should more than cover 
his costs in rent, wages and interest. The difference represents his 
net profit—the reward for risks he has successfully borne ; and, 
generally speaking, the greater his ability and the keener his judgment, 
the higher his reward. 

Clearly, the entrepreneur will aim at employing land, labour and 
capital in such proportions and under such conditions as to ensure 
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maximum efficiency. He will try to obtain the greatest possible return 
for each £100 of capital or for each extra labourer he employs. As long 
as he finds that additional doses of capital and labour give him a return 
greater than their cost, he will continue to apply them. On the other 
hand, he will cut down his expenses on any one factor if he finds that 
an increase of such expenses is not warranted by the ultimate yield. 
He aims at a maximum yield by using each factor up to the point where 
its marginal productivity just covers its cost. 

If the cost of one factor—as measured by rent, wages or interest— 
increases, the demand of the entrepreneur tends to decrease ; and the 
converse is equally true. He employs less of that factor and tries to 
substitute it by another. He has no special partiality for land, labour 
or capital ; he is concerned only with using the factors to the best 
advantage, and he may find that a better yield is obtained by sub¬ 
stituting one factor for another. An extra £1000 laid out on machinery 
will possibly give him a better return than the same sum spent on five 
extra labourers. So he alters his proportion of capital and labour until 
each factor is used to its point of maximum efficiency. 

The Law of Diminishing Marginal Utility and the Law of Sub¬ 
stitution are therefore just as operative in production as in any other 
branch of Economics, and enter to determine the quantity of the factors 
of production employed or purchased by an entrepreneur just as they 
determine how much of a man’s income shall be spent on bread or 
shoes. 


Law of Increasing Returns 

In seeking to obtain a maximum return from the agents of production 
under his control, the entrepreneur will continue to increase the scale 
of his operations so long as he obtains a more than proportionate return 
from additional applications of capital and labour, i.e., so long as the 
Law of Increasing Returns operates in his business. This law states 
that, up to a point, the expansion of an industry , in which there is no 
dearth of the necessary agents of production , tends to be accompanied by 
a MORE than proportio?iate increase in the returns. 

Whereas the Law of Diminishing Returns applies at a relatively early 
stage in extractive industries, such as mining and agriculture, the Law 
of Increasing Returns predominates in manufacturing and constructive 
industries, where Nature’s part is usually subordinate to that of man. 

There are two main reasons for this. First, the principle of sub¬ 
stitution can be carried further in manufacturing industries, i.e., one 
factor, or one material, or one machine can be more easily substituted 
for another. Secondly, the doubling or trebling of a firm’s capacity 
may result in considerable economies of scale , i.e., economies of large- 
scale manufacture and marketing. (See page 106.) A farmer may be 
able to double his output only by using inferior land, or by cultivating 
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his better land more extensively, in either case at greater proportional 
cost. But a manufacturer can extend his output by using the factors of 
production to greater capacity, e.g., by acquiring new and larger 
premises and capital installations in no way less efficient than his 
existing plants. 

In the long run, a stage is reached in every industry when diminishing 
returns operate ; but in manufacturing industries the economies of 
large-scale production, the increased application of science, the exten¬ 
sion of the division of labour, the use of machinery, the profitable use 
of by-products, and the continual flow of inventions, tend to push 
further away the point of diminishing returns and to promote the 
operation of the Law of Increasing Returns. 

For these reasons the large organization is much more usual in 
manufacturing industries than in extractive occupations ; we have but 
to look around us to realize the prevalence in agriculture of the small 
producer. The smaller concerns in manufacturing industries tend 
constantly to be squeezed out of existence by the larger ones which 
have greater efficiency and lower production costs, whereas in agriculture 
the small farmer and the large landowner cultivate the ground side by 
side and sell their products in the same market, because, owing to the 
operation of diminishing returns, the large farmer gets no very great 
advantage over his smaller competitor in the same country. 


Law of Economy of Organization 

The forces making for diminishing returns are not of the same order 

as those making for increasing returns. The Law of Diminishing 

Returns states the tendency when increasing quantities of one or more 

variable factors of production (e.g., capital and labour) are added to 

a constant factor (e.g., land), a point is reached when returns increase 

less than in proportion to the increase in the variable factor or factors. 

The Law of Increasing Returns states the tendency when all the factors 

of production are increased, i.e., when the scale of operations is extended 

the economies reaped from large-scale production tend to give rise to 
increasing returns. 

This distinction between the Law' of Diminishing Returns (when 
one or more factors are constant) and the Law of Increasing Returns 
(when all factors are increasing) indicates why manufacturing industries 
are usually subject to increasing returns, while agricultural or extractive 
industries are subject to diminishing returns. In agriculture the area 
of land farmed is usually constant, while the applications of capital 
and labour are increased. In industry, on the other hand there is 

usually an extension of natural resources (e.g., land and raw materials! 
as well as of the capital and labour employed. 

Nevertheless, even in agriculture the benefits of large-scale pro¬ 
duction and of increasing returns are obtainable for a time if the area 
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of land under cultivation is increased in the same proportion as the 
capital and labour used on the land are increased. Viewed in this way, 
increasing returns are not peculiar to manufacturing industry. Hence, 
it is sometimes suggested that a better name for the phenomenon of 
increasing returns would be the Law of Economy of Organization , which 
applies whenever all the factors of production are increased. 

The important point, however, is that in agriculture, and in other 
extractive industries where natural resources play an important part, 
the limit to profitable expansion is more quickly reached because 
the supply of natural resources cannot be increased as easily or as 
quickly or as indefinitely as the supply of other factors. 

Diminishing Returns to Management 

From what has been stated, it will now be realized that an industry 
will operate under conditions of increasing returns so long as manage¬ 
ment is not being used to its full capacity. With every increase in the 
factors other than management, increasing returns will be obtained so 
long as the manager can devise economies that were not possible at 
a smaller scale of production. 

Eventually, however, diminishing returns must set in because, in 
any individual productive unit, there is a limit to the capacity of its 
management. As a concern expands, the strain on management 
becomes severe and, ultimately, the weakness of the co-ordinating 
mechanism leads to diminishing returns, i.e., increasing costs per unit. 

However able the manager may be, expansion cannot be continued 
indefinitely, because diminishing returns to managerial ability lead to 
increased costs. At the point of lowest costs, the business unit has 
attained its best size, relative to the conditions of production and the 
skill of the manager. 

It is possible, of course, that inventions and other changes in the 
conditions of production may long postpone the onset of diminishing 
returns. Reorganization may permit the delegation of supervision and 
so relieve the strain on management. But once the new conditions are 
established, the Law of Diminishing Returns again operates. Profitable 
expansion must ultimately cease because there are limits to the 
co-ordinating ability of the man at the head. 

LOCALIZATION OF INDUSTRIES 

The localization of industries is the tendency of industries to be 
carried on and developed in those districts which are most suited to 
them and most likely to make them profitable. Most of us are familiar 
with the association of Staffordshire with the pottery industry, of 
Lancashire with the cotton industry, of Macclesfield with the manu¬ 
facture of silk, and of Yorkshire with the making of woollens—all 
outstanding examples of the growth and development of industries in 
particular districts. 
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As the choice of the site (or location) of a business falls on the 
entrepreneur, he must consider the relative advantages ol such diverse 
factors as climate ; geographical and physical situation ; nearness to 
sources of labour, raw materials and fuel ; proximity of ports, markets, 
railways and canals ; the cost of the site and the available space for 
extensions. Account of these and of many other factors has to be 
taken before a site will be finally determined ; but, generally speaking, 
entrepreneurs engaged in the same industry will be influenced by 
similar considerations, and will tend to gravitate to the same areas, 
just as in earlier times craftsmen following the same trade drifted into 
particular localities. 

The localization of industry implies the extension to a particular 
country and to the world at large of the principle of the division of 
labour. Each district tends to devote itself to the production of that 
commodity or commodities in which it has the greatest relative or 
comparative advantages. The maximizing of the efficiency of all the 
productive units is at the bottom of it all. Lancashire makes cotton goods 
not because she could not make boots or hats equally well, but because 
it pays her to concentrate on cotton production just as it pays a boot¬ 
maker to make boots only, and not to make hats, gloves and bicycles 
as well. 

Causes of the Localization of Industries 

The reasons which have determined the birth of industries in 
certain districts are almost as numerous and diverse as the industries 
themselves, but the localization of the great industries of today is 
generally attributable to one or two marked influences, such as nearness 
to raw materials or to sources of power. Frequently, several very 
important factors have been at work, and in such cases the hold of the 
district upon the industry is considerably strengthened. 

Access to Materials. —This is one of the most important of the 
original reasons. The extractive industries, such as mining, quarrying, 
lumbering and fishing, are necessarily localized in the neighbourhood 
of their supplies. Industries utilizing bulky materials, such as coal and 
iron, developed near the sources of supply so as to avoid transport 
costs. Metallurgical industries sprang up around the mines or near 
their fuel supplies. Iron-smelting in Britain was carried on originally 
near the forests, whence wood and charcoal were obtained as fuel. 
Now this industry is localized chiefly on the coalfields. Staffordshire 
clay first gave rise to her potteries ; her extensive coal areas caused the 
industry to persist when the finer materials gave out. Wool from local 
sheep first started Yorkshire’s woollen industries ; cheap coal main¬ 
tained and materially assisted their development. 

Access to Power. —As the mills and factories of former days were 
set up near water-power on the banks of swift-flowing rivers, so the 
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hydro-electric works of today are similarly attracted. But the ease 
with which electric power can be transported over great distances tends 
to reduce the importance of nearness to natural sources of power. 
Coal exercises an important localizing influence because it is both a 
raw material and a source of power. 

Physical and Climatic Conditions. —Physical conditions natur¬ 
ally determine the distribution of raw materials and of various sources 
of power, but this factor includes also such physical attractions as 
advantageous situation relative to ports, rivers and other areas; 
natural facilities for transport ; and climatic environment specially 
suited to a particular industry. The industries centralized in London 
owe much to its position relative to Europe and England. Lancashire’s 
damp climate is specially suited to cotton spinning and, for many years 
before the introduction of artificial humidifiers in cotton factories, 
this natural condition enabled Lancashire to spin finer yarns than other 
localities. 

Access to Markets. —In earlier times industries tended to con¬ 
gregate around the Royal Court or around the seat of fashion. The 
existence of a market was in itself sufficient for the birth and growth 
of such industries as catered for personal tastes and requirements. 
Today industries are similarly attracted to the neighbourhood of large 
towns. The industries of London are famous both for their infinite 
variety and for their remarkable success. 

Again, industries producing perishable commodities, e.g., milk, or 
bulky commodities which will not bear the cost of transport, e.g., bricks 
and bread, are generally found in close proximity to their markets and 
are in consequence comparatively widely distributed. Industries and 
services conducted by local authorities are also essentially localized. 

Supplies of Labour. —In past times political and religious causes 
have resulted in the settlement in certain districts of groups of skilled 
artisans from other districts or countries. These artisans have con¬ 
tinued and developed their home pursuits, with the result that a local 
industry has sprung up and often persisted in face of lessening 
advantages, e.g., the silk industry of Macclesfield, established by 
Huguenot silk-weavers who took sanctuary in Britain on the Revocation 
of the Edict of Nantes in 1685. 

The centralization of an industry in one locality results in the 
development of a supply of specialized labour, in itself a powerful 
attraction for future industries, and sufficiently important in some 
cases to overcome deficiencies of materials. Thus new engineering 
industries may be established in areas where older engineering industries 
developed supplies of skilled artisans, whilst new clothing industries 
may be developed in the neighbourhood of great engineering centres 
largely because of the available local supply of women workers and 
young workers from the artisan families. 
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Persistence of Localization 

For several reasons, the localization of industry is in itself one of 
the strongest factors inducing further localization in the same area : 

1. Labour and Capital in the District become Specialized in the 
Industry. Local skill in particular trades becomes a matter of family 
pride and tradition ; the best cutlers in Britain are to be found around 
Sheffield ; the handiest potters in the famed Potteries area. Capital 
also is specially adapted to the industry. Railway sidings and canal 
wharves are equipped with gear specially made for handling the 
particular type of raw material and finished product, such as derricks 
for lifting cotton bales, huge cranes for handling engineering products, 
and suction plant for unloading grain and oil. 

2. Subsidiary Industries of all kinds Develop in the Locality , to 
supply the necessary implements and machinery used by the main 
industry, and to carry out ancillary processes. In Lancashire are some 
of the greatest and most skilled cotton-machine engineers in the world, 
so that the cotton factories can obtain the most up-to-date machinery 
close at hand and rely on first-class assistance for repairs at a moment’s 
notice. Further, the Lancashire cotton industry includes not only 
spinning, weaving and the manufacture of mill machinery, but also 
such ancillary industries as dyeing, calico-printing, schreinering and 
other “ finishing ” trades, while thousands of people are employed in 
the specialized marketing and warehousing sections of the industry. 

3. Specialization of Means of Transport and Communication , both 
for the acquisition of materials and for marketing the product. An 
outstanding instance is the Manchester Ship Canal, built to enable 
ships to proceed inland to the heart of the cotton manufacturing area, 
there to discharge their cargoes of raw material and load up with 
finished products for carriage overseas. This adaptation of the means 
of communication is, of course, a form of the specialization of capital. 

4. Establishment of Technical Journals , Technical Institutes and 
Research Organizations. In most cases these are financially supported 
by the industry, and their primary function is to discuss and give 
publicity to the technical problems of the industry, to initiate and 
foster investigation and research concerning those problems, and to 
direct the thought of producers to factors that intimately concern their 
progress and prosperity. 

The tendency of such influences, however, is to cause industrial 
inertia , as a result of which an industry tends to remain in a district 
although the original reasons for its localization have disappeared or 
become unimportant. Thus an industry, originally established in a 
district because of local supplies of raw material, may remain in that 
locality even though adequate local supplies are no longer obtainable 
and it has to draw supplies from far distant sources. The local clay 
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supplies of the Staffordshire Potteries, for example, have long been 
exhausted, and the raw material is now brought by sea, rail and canal 
from many sources at home and abroad. 

This persistence is sometimes promoted by local and national 
protection. The restrictions on trade imposed by the gilds and corpora¬ 
tions in earlier days, and by the government itself in modern times, 
have caused an industry to persist in a locality or in a country long 
after its initial advantages have disappeared, and when, but for such 
protection, it would be moved elsewhere. Not only this, but such 
protection has sometimes led to the actual establishment of an industry 
in a district even though local conditions were not as advantageous as in 
other places. 


Benefits and Disadvantages of Industrial Localization 

The concentration of industries in particular localities results in 
the advantages of division of labour. Additional advantages are ( a) the 
development of localized skill in the particular industry ; ( b ) the 
development and invention of specialized machinery, capital installa¬ 
tions and processes ; ( c ) the promotion and growth of subsidiary 
trades ; ( d) the development of specialized research organizations, 
technical institutes and journals, all co-operating to foster development 
and improve working conditions. 

There are certain disadvantages : (a) the dependence of a district 
on one great industry or group of related industries makes it more 
susceptible to depression and unemployment, for a permanent or 
temporary decline in activity may be caused by new inventions, new 
technique, new fashions or by the growth of foreign competition ; 
(b) the development of specialized classes of skill and labour narrows 
the outlets for a growing population, and may lead to unemployment 
if the industry suffers from depression and the labour cannot find 

alternative use ; and (c) industrial inertia. 

In Great Britain, in the period between the two World Wars, 
depression affected most heavily those regions (the “ Special Areas ) 
whose industries catered mainly for export, e.g., cotton, coal and the 
heavy engineering industries. Thus South Wales, largely employed in 
coal-mining for the overseas market, suffered severe unemployment. 
Though the mining industries enjoyed great prosperity at one time, 
the price they had subsequently to pay, in heavy and prolonged 
unemployment, was a high one. 

Such disadvantages may be mitigated by controlling the localization 
of factories with a view to ensuring a more balanced distribution of 
industry and labour ; by the establishment of subsidiary and alter¬ 
native industries, particularly industries adapted to absorb labour of 
different classes (e.g., textile industries employing women and young 
people in the great engineering centres, and watchmaking in coal- 
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mining areas), and by fostering the growth of new industries (e.g., by 
State subsidies and State training schemes) in areas specially vulnerable 
to unemployment. 


Decentralization of Industries 

The forces that tend to check centralization tend also to encourage 
the opposite process, decentralization of industry. Industries that once 
sought the town tend to go farther afield into the country, with its 
advantages of more and cheaper space, light, air and sunshine, improved 
health and better living conditions for the workers. 

Three important forces are at work in this connection. The first of 
these is the growing use of electricity, which can be cheaply and easily 
carried over long distances and so permits industry to use power far 
from its source on river or coalfield. In the past, countries with the 
best coal supplies quickly gained industrial leadership, and their 
important industries developed on and near the coalfields so as to 
obtain cheap power and raw material. The sources of electricity (coal, 
water and oil) are, however, widely distributed and, while the generating 
plant can be centralized near the source of power, the energy' can be 
cheaply distributed over a very wide area so that factories can be 
established and can flourish in clean, wholesome surroundings. 

Improvements in transport, which in some cases favour the 
localization of industry, may in other cases have the reverse effect 
and favour decentralization. Reduced transport charges or quicker 
transit, or both, tend to low r er the disadvantage of inland towns as 
compared w'ith coastal towns, and of industries far from raw materials 
or markets as compared with industries working in closer proximity. 
Hence the tendency of inland industries to migrate to coastal “districts 
is arrested, while the manufacture of bulky commodities in inland 
towns is encouraged, e.g., the manufacture of furniture and doors in 
the forests of Canada and Scandinavia. 

Improvements in road transport have had a particularly important 
influence on industrial decentralization. Industries that once sought 
the railway, canal or seaboard now flourish alongside or near our great 
arterial roads. 

Decentralization is also encouraged by the continuous rise in urban 
rents and rates. The use of electricity and improvements in transport 
strengthen the tendency of industry to forsake the areas of high 
building costs and high rateable values for country districts where 
greater room to expand may be obtained &t lower cost. Urban sites 
thus tend to be used for offices, warehouses and showrooms that must 
be accessible to clients. 

The great difficulty in the way of decentralization is that of obtaining 
an adequate supply of suitable labour in rural areas. Unless adequate 
labour of the requisite skill can be attracted and suitably housed, the 
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task of securing labour for a certain branch of industry may in itself 
prevent movement away from places in which such labour is available. 

In Britain, the industries that tend to be established away from the 
so-called industrial regions (e.g., Lancashire, Yorkshire and the 
Clyde) are the newer industries such as the manufacture of silk stockings 
and radio-sets. Whilst new companies in old industries are usually set 
up in the regions where these industries have long been established and 
where conditions are specially adapted to their needs, new industries 
tend to seek the more congenial conditions offered by rural districts 
within easy reach of the wide markets and labour supplies of the large 
towns. In such cases, the problem of labour supplies is partly solved 
by the extension of suburban bus and railway services, and by the 
provision of attractive houses for the workers amid the healthier rural 
surroundings. 

As a result of the Second World War, the decentralization of 
industry in Britain received considerable impetus. For security reasons, 
the Government established vast munition and war material factories 

y e areas, i.e., areas as far away as possible from the 
existing industrial areas and the areas vulnerable to air attack. This 
involved the movement, housing, and feeding of large numbers of 
workers, the establishment of new townships, and the concomitant 
development of means of transport, communication and sources of 
power. 

With the end of the war, the Government was faced with the 
problem either of allowing many of these new communities to become 
derelict or of fostering the development therein of peace-time industries. 
To this end, some progress has been made in the attraction to the new 
communities of older industries from the conjested industrial areas, 
and in the fostering of new industries, either industries manufacturing 
new products (e.g., plastics) or products previously imported from 
abroad (e.g., watches). Development in this direction has been 
facilitated by Government subsidies and schemes, and by the diversion 
to the newly-established industries of men and women demobilized 
from the forces or released from war industries. 

The Distribution of Industry Act , 1945, provides for the granting of 
financial assistance to firms setting up plants in “ Development 
Areas,” i.e., areas specially vulnerable in the past to unemployment. 
The Act authorizes the Treasury to make annual grants or loans to 
industrial undertakings to be or being carried out in a Development 
Area providing (1) the Board of Trade approves; (2) there is good 
reason to suppose that the undertaking will ultimately be able to 
carry on without State assistance, and (3) capital cannot be obtained 
for the purpose from other sources. It aims at diversifying the industries 
in certain areas so as to minimize the harmful effects of depressions in 
the staple industries of the areas. 


CHAPTER 11 


MODERN INDUSTRIAL ORGANIZATION 

We are now in a position to appreciate the leading characteristics and 
the many different forms of productive organization in the modern 
industrial community. 

Attention has already been drawn to the importance of the increasing 
specialization of Junctions , involved in the division ol labour and in the 
departmentalization of production in all its forms. In illustration, we 
may refer to the making of watches. Not only are different workers 
employed on different parts of the same watch, but the various 
types of watches are produced by independent groups ot workers : 
some specialize on first-class lever watches, others on cheap luminous 
varieties, others on wristlet watches of special ty pes, and so on. 

The second feature of importance is the intervention of the entre¬ 
preneur, necessary to co-ordinate the numerous factors, and to use 
them to a high state of efficiency and productivity. The entrepreneur 
determines the plan and policy of the business, and undertakes the 
responsible operations necessary to set it in motion. His functions are 
distinct from those of labour on the one hand, and from those of the 
capitalist on the other, although in certain circumstances he may 
assume both of these functions in addition to his own. 

The third characteristic, following as a natural corollary from the 
specialization of functions, is the localization of industries , which, as we 
have seen, implies the birth and development of industries in such 
districts as offer the greatest relative advantages. 

Fourthly, we have the concentration of industry , which involves the 
use in one organization of capital and labour in large quantities, with 
the object of maximizing their efficiency and obtaining the full 
advantages of increasing returns. Concentration may result in the 
establishment of vast industrial organizations under a supreme direc¬ 
tion, and in the achievement of such economies of resources that the 
organizations concerned may be enabled to overcome the competition 
of smaller establishments and so obtain monopolistic control of the 
market. 

Closely allied to the concentration of industry is its tendency to 
integration , which means the co-operation and co-ordination under 
one management of all the processes involved in the production of an 
article from raw material to final stage. Lever Bros, and Unilever, Ltd., 
is a well-known example. This great organization controls the extractive 
industries which furnish its supplies of oils and fats, much of the trans¬ 
port system which brings the raw materials to the manufacturing 
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centres and takes away the products, manufacturing processes of all 
kinds, including those which yield products and by-products, and 
e\cn wholesale and retail distributing agencies that take its products to 

consumers. The use and development of by-products is a marked 
characteristic of integration. 

Industry has greatly developed standardization , i.e., of processes, 
tools, spare parts and complete products, with consequent great saving 
ot cost to the manufacturer and with great economy to the consumer, 
both in the original price and in subsequent expenditure on repairs 
and renewals. Instances of standardization are the adoption of a 
standard gauge for railway lines with its enormous saving of rolling 
stock, time, labour and expense and the standardization of spare parts 
for motor cars. Standardization is an essential preliminary to mass 
production ; and mass production enables the economies of standard¬ 
ization to be realized to the maximum. 

Conditions that Determine the Size of a Business 

No two similar undertakings in the same area can be relied upon 
to develop at the same rate or to reach eventually the same size. The 
human element is a highly important cause of the differences, but 
there are numerous other factors that may intervene to prevent one 
firm winning its way to such an enviable position as that of its neighbour. 
In general, the tendency is for businesses to increase in size because, 
with each increase, more economies and advantages of large-scale 
enterprise are achieved. 

It must be remembered, however, that this tendency does not 
operate over the whole field of industry, and that the small producer 
still holds his own in a definite, though more limited, sphere. A most 
cursory examination of the structure of different industries reveals the 
fact that in some the individual units are small, while in others the 
general tendency is towards large-scale enterprise, and one is led to 
inquire why, apart from any consideration of the general abilities of 
the entrepreneur and the amount of capital available, such differences in 
the size of the typical business unit should exist. Why, for example, 
should the average tailoring business be smaller than the average 
insurance business? Why should the typical business unit in agriculture 
be smaller than that in a manufacturing industry? How do we explain 
the existence side by side in the same industry of small and large 
concerns, both apparently successful ? 

To the second question the obvious reply is that the average business 
will be smaller in extractive industries, in which the Law of Decreasing 
Returns operates at an earlier stage, than in the constructive industries, 
which stand to gain most from the economies of large-scale production. 
It is not, however, quite so easy to dispose of the other queries. 

The principal characteristic of modern industry is the division of 
labour and the specialization of functions; but, as Adam Smith 
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pointed out many years ago, “ the division of labour is limited by the 
extent of the market .” Specialization and large-scale organization do 
not pay unless the producer is assured of a wide market and a steady 
demand. If demand is uncertain or fluctuating, dependent on the 
seasons, fashion or caprice, then the small producer gets his chance. 
His organization is more easily adapted to changes and more fitted to 
supply exactly what each customer may require. In such circumstances 
it is both difficult and unwise to extend beyond certain safety limits. 

Frequently, too, the demand for a certain product may be so 
limited as to make impossible its production on a large scale. An 
industry that caters for individual taste may make only one or a few 
articles of given design ; the specialization justifies a high value for the 
product, and standardized production in such cases is obviously im¬ 
possible. Again, the making of mechanical dies or patterns for large 
concerns may be left in the hands of small firms who specialize in such 
products. 

As a general rule, the productive unit tends to be smaller at the 
end of the chain of production, where the individuality of the product 
or of the consumer has to be carefully considered. A multitude of small 
shops may supply consumers with their suits, their dresses and their 
gowns, although the materials therefor are manufactured by a dozen 
large establishments. 

In respect of some products, such as bricks, stone, gravel and sand, 
on which transport costs are relatively heavy, the market is restricted 
in a geographical sense. The producing establishments are widely 
distributed, and their size is limited by the extent of the local market, 
or at least by the range within which the products can be profitably 
transported to consumers. 

A second important factor affecting the size of a business is the 
nature of the product or service. Because of the technical nature of 
industries such as shipbuilding, water supply and railways, the business 
unit is much larger and the plant controlled is more extensive than is 
the case, for example, with engineering repair shops or job printing 
works. Some industries are incapable of great division owing to 
technical difficulties ; their products cannot be standardized in whole 
or in part. First-class razors cannot be made wholly by machinery ; 
they are the products of skilled craftsmen whose abilities in that 
direction are greater than those of any machine. 

In various directions the small-scale producer is enabled to hold 
his own by the very existence of large-scale production, with its 
standardization of products and its localization of industrial processes. 
In most large industrial centres we find small men who specialize 
either in supplying a large organization with a part of its semi-manu¬ 
factured material, or in the further development of the product of a 
large-scale industry. In Birmingham, for example, are to be found 
small motor-cycle producers, whose work consists solely in the 
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assembling of machines from various parts made by large concerns 
employing mass production methods. 

The problem of organization is a further reason for the existence 
and success of the small concern. It is well known that large under¬ 
takings sometimes experience great difficulty in obtaining first-class 
organizers to fill new posts in their establishments or to succeed to 
others which have been vacated. One reason for this is the high 
degree of ability which is required ; but another is that the capable 
man often prefers to control a small organization of his own rather 
than accept a salaried post at the head of an undertaking owned by 
others. 

There are numerous other circumstances that encourage the 
retention of the small organizer. He is assisted on all sides through the 
dissemination of scientific and technical knowledge by business and 
technical publications, by Government Departments, by Chambers of 
Commerce, and by specialist information bureaux. These lessen the 
advantage of the large-scale producer, and enable the small man to 
keep pace with modern discoveries, inventions, requirements and 
methods. 

Hence we find in many branches of activity small establishments 
competing successfully with larger organizations in the same line, and 
apparently working at least as efficiently. The smaller establishment 
may offset its technical disadvantages by greater administrative 
efficiency, or it may survive by reason of some specific advantage that 
it enjoys, as, for example, a geographical advantage in relation to a 
particular market or in proximity to supplies of essential raw materials. 

Nevertheless, the tendency in manufacturing and transport in¬ 
dustries generally is to eliminate the small producer ; even the retail 
shopkeeper is finding it increasingly difficult to maintain his foothold 
in the face of the competition of large departmental stores and of 
multiple shops. 

Advantages of Large-scale Production (“Economies of Scale”) 

The advantages of production on a large scale may be classified as 
external and internal economies. External economies are those that 
arise from the localization of industries, and are at the disposal of all 
firms in the same industry. They are dealt with in the previous 

chapter. . 

Internal economies are economies in the administrative, technical 

and commercial organization of a business, and are peculiar to individual 
firms. The most important are summarized below. 

Economies and Benefits of Division of Labour. —These have already 
been dealt with in Chapter 8. 

Benefits and Advantages of Increasing Returns. —Up to a certain 
point, the larger the organization and the wider the application of 
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machinery, the greater the scope for man’s abilities and enterprise— 
the greater the returns obtained from successive applications of capital 
and labour. Fixed capital in the form of buildings, machinery and 
plant is more remunerative or economical when its cost is distributed 
over a larger output. One factory, twice as large and costly as another, 
may turn out three or four times as much work in the same period. 
Rent, rates and taxes, depreciation of plant and machinery, advertising 
costs, transport expenses, insurance premiums, and other overhead 
charges are more easily borne when they are distributed over a large 
number of units. For these reasons, it is sometimes stated that 
“ economy of fixed capital is one of the greatest advantages of 
production on a large scale.” 

Economies of Buying and Selling in Large Quantities. —Generally 
speaking, the greater the quantity of goods purchased, the more 
advantageous are the terms to the buyer ; the larger the quantity of 
goods sold, the lower the selling expenses per unit that must be paid 
by the seller out of his gross profits. 

Economy of Material and Prof table Use of By-products. —In general, 
the larger the concern, the less the waste of material. Because of its 
greater resources, its better facilities for research and invention, and 
its access to wider markets, the large organization is much better able 
than its small competitor to make use of every’ part of the raw material 
and every by-product that results from the manufacture. In the great 
slaughtering industries of America, for example, practically every part 
of the carcase, including hooves, hair and skin, provides some useful 
by-product. 

Specialized Machinery and Skill can be Commanded. —Only the 
great business of today can afford to adopt the huge and highly efficient 
machines which contribute so essentially to productiveness. Mammoth 
steam-hammers and overhead cranes, electric and hydraulic riveting 
machines, floating docks and similar devices can be employed only by 
concerns with resources adequate to cover the heavy cost of installation 
and maintenance, and with output large enough to achieve economy 
of operation, i.e., there must be a sufficient flow of production to ensure 
continuous use of the expensive plant to its full capacity. 

By the use of the conveyor-belt and similar large-scale methods of 
production, whether in the manufacture of motor-cars or of soap, it is 
possible to introduce a number of repetitive processes which can be 
performed by relatively unskilled labour, an important factor making 
for reduced cost. 

Moreover, the large firm can usually afford to outbid its smaller 
rivals in obtaining the highly specialized skill and organizing ability 
necessary to operate intricate machinery and processes. 

Larger Concern is not so affected by Market Fluctuations. —Although 
some large organizations with much specialized capital cannot easily 
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accommodate themselves to changes in demand and to fluctuations in 
the market, the larger concern is usually in a better position than its 
smaller competitors to adjust its capacity and organization ; it has 
greater facilities for varying its products, and can afford to lay in stocks 
of materials that make it independent of changes in supply. Apart from 
these advantages, the large organization generally has at its disposal 
men of the widest experience and judgment, whose abilities and 
facilities enable them to form a better appreciation of market conditions 
than is possible to the small concern. The careful estimation of the 
future of the market and an appreciation of probable future develop¬ 
ments in the industry tend to a continuity of production and an absence 
of periods of inactivity due to over-production and the faulty 
anticipation of demand. 

Greater Expense can be Incurred on Publicity and Selling Organiza¬ 
tion. —The advertising appropriations of large organizations annually 
reach very high figures, while their sales are promoted by numerous 
travellers and sales agencies in every part of the world. Small-scale 
enterprise does not provide a sufficient margin to justify such ex¬ 
penditure, nor is there usually sufficient capital at its disposal to make 
possible such outlay. 

Greater Expense can be Incurred on Experiment and Research. —By 
spending large sums on technical experiments and research, big 
concerns can improve their processes, use new raw materials, make 
every possible use of by-products, and take every advantage of scientific 
progress. Also, by scientific management they can determine the best 
methods of doing certain jobs and of producing certain results ; they 
can carefully analyse the movements of the worker in handling raw 
materia! and tools, and arrange processes so as to avoid fatigue and 
monotony and yet ensure high efficiency and maximum output. 

On the other hand, much valuable information is nowadays placed 
at the disposal of all concerns in an industry—including the small 
producers—by Government research bureaux as well as by research 
organizations maintained by the industry as a whole. 

Large-scale Production and Mass Production 

Large-scale production and mass production have many features in 
common, but they are not synonymous terms. “ Large-scale pro¬ 
duction ” implies production carried on in businesses of large size, 
either isolated or congregated in a certain area, and it involves both 
internal and external economies. 

The term “ mass production ” describes the characteristics of a 
business which turns out a large output of a standardized product, all 
units of which are identical in form, and the component parts of which 
are interchangeable with the corresponding parts of any other unit. 
Such mass production can be carried on in a small factory, when, by 
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standardization, the producer benefits mainly from internal economies. 
External economies are not the characteristic feature of mass production, 
though they may be present. 

A business may be large-scale, in terms of the area covered by its 
works and the capital and labour employed, though its product is not 
mass-produced, e.g., a shipbuilding company. On the other hand, 
a business turning out a mass-produced article may not be of large 
size, e.g., a firm producing standard watch-fittings. The keynote of 
mass production is standardization ; that of large-scale production 
is size. 


Advantages of Production on a Small Scale 

Apart from the greater suitability of small-scale enterprises for 
processes near the end of the chain of production, their principal 
advantages are :— 

Greater Personal Supervision and Interest in the Business .—The 
reputation and success of the small organizer are closely bound up 
with that of his product. He works long and late to maintain his 
originality and individuality, and by personal supervision of his 
business and interest in his work-people he contributes to the success of 
the undertaking. 

Greater Attention to Detail. —This follows naturally from the 
personal supervision of the employer. Frequently his product sells 
because it possesses a finer finish and a more individual appearance 
than the standardized product of a large organization. The attention 
to detail in itself is sufficient to attract purchasers, and frequently 
results in greater economies of production and in less waste of effort 

and of raw material. 

Personal Contact between Employer and Employed , and fewer Labour 
Troubles. —The presence and spirit of the master are usually absent in 
large-scale industry, so disputes tend to increase and production to 
suffer from interruption by strikes and lockouts, though these defects 
may be offset in large concerns by better working conditions and welfare 

departments. 


Limits to Expansion of Business 

In most types of industrial enterprise the advantages appear to be 
on the side of the larger concern. But there are, as we have seen 
{ante, page 96), limits beyond which further expansion is uneconomical 
because of the difficulty of efficient management and the consequent 
operation of the Law of Diminishing Returns. 
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TYPES OF INDUSTRIAL ORGANIZATION 

In modern industry, many elementary types of producers function 
side by side with vast organizations of great power and resources. 
In the following classification the evolution of the productive unit in 
manufacture is briefly indicated. 

The Individual Producer 

Under this heading is included the purely personal business, in 
which an individual produces independently with the aid of his own 
land, labour and capital ; or when we have one man directing and 
bearing the risk of a business in which he owns or hires the capital and 
land, and employs such labour as he requires. A good example is that 
of the local house painter who supplies all the capital and labour used 
in the business under his personal control. 

The advantage of individual enterprise is the greater personal 
interest in the business, and a corresponding care for efficiency and 
economy. The law of the survival of the fittest tends also to the 
elimination of the weaker and less capable producer, w'ith beneficial 
effects generally. The private business is necessarily limited in extent 
and is best suited to a local market where demand is regular and com¬ 
petition is not excessive. On the other hand, it has great advantages 
over the company in businesses where taste and fashion are paramount, 
when the whims of customers are a first consideration, and where 
quick decision and intuitive individual judgment are absolutely 
necessary. These factors explain the survival of the private business in 
fashionable shopping centres. 

Partnership 

This arrangement is the simplest and oldest method of extending 
a business while relieving the individual producer of some of the 
burden. It is the natural method of meeting competition and of 
keeping pace with industrial progress. It is the normal means whereby 
an employer takes advantage of the skill and energy of a capable em¬ 
ployee, retaining him in the business rather than allowing him to go 
elsewhere. The usual arrangement is for land, capital and labour to 
be contributed in agreed proportions, and for the management and 
profits of the undertaking to be shared in agreed ways. Variations occur 
when one partner provides all or most of the capital and others 
contribute labour, with or without some of the capital. 

A partnership in which the principals work in harmony is extremely 
virile, mobile, elastic and efficient. It provides for the introduction of 
new blood and for a union of interest and responsibility. It is less 
cumbrous than the larger types of organization, and can adapt itself 
more easily to different varieties of production and of demand. 

The rights and liabilities of partners are strictly regulated by law, 
and the requirement that ordinary partners are liable to the full extent 
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of their private fortune is a distinct safeguard and a deterrent to 
speculative risks. In some respects the absence of limited liability is 
a disadvantage ; it tends to restrict enterprise and is one of the reasons 
for the growth of the joint-stock company. Another disadvantage of 
the partnership is the absence of continuity ; it comes to an end on 
the death, bankruptcy, retirement or lunacy of one partner ; its 
functions must lapse and its liabilities be discharged unless they are 
taken over by a new firm. 

Joint-Stock Enterprise 

The joint-stock company is by far the most important form of 
modern productive organization and tends continually to increase in 
importance, particularly in the manufacturing and distributive in¬ 
dustries, although it is almost unknown in agricultural occupations. The 
principle of joint-stock enterprise is that the capital of the undertaking 
shall be contributed in large or small amounts by numbers of share¬ 
holders or members, who bear most of the risk of the business but 
commit its management to an elected board of directors, whose 
policy in respect of organization and control is carried out by paid 
managers and other officials. Joint-stock organization is really an 
extension of the partnership system, subject to limitation of the number 
of those who manage the concern. 

In the early stages of joint-stock enterprise the liability of members 
was unlimited ; i.e., they were jointly and severally liable, like partners, 
to the full extent of their individual properties. The limitation of this 
liability by various Acts of Parliament during the latter half of the last 
century marked a great step forward. This limitation and the fact 
that shares in most public companies are quickly and freely transferable, 
enable people of different classes to contribute to the capital of such 
concerns, and thus take part in production without experiencing its 
troubles and responsibilities, and with a limited risk of loss. 

Such arrangements have been made necessary by the never satisfied 
demands of industry for capital. They enable investors in every class 
of society to employ their wealth in production, no matter how small 
that wealth, or how remote its owners from the place of production. 

Joint-stock enterprise is actually the organization of the supply of 
capital for industry. It has so developed in efficiency and utility that 
today there are in Britain over 180,000 joint-stock companies, con¬ 
trolling a large proportion of its productive undertakings and with an 
aggregate paid-up capital of about £6000 millions. 

Advantages of Joint-Stock Organization.— In addition to the 

general advantages of large-scale production, joint-stock organization 
has other advantages. 

First, larger capital can be controlled under one management than 
would otherwise be possible, and the extension of capital is an easy 
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matter to the successful concern. Small amounts of capital in the hands 
of individual investors are useless for large-scale enterprise, but the 
joint-stock company permits the association of such capital under one 
control. As a result, the risk of loss is spread over a large number of 
investors and throughout many grades of society. Hardship on a few 
investors or on one class is thus minimized. From the point of view 
of the large capitalist, also, the joint-stock system is an advantage, 
inasmuch as he is enabled to distribute his capital over many 
organizations and in various types of holdings, and thus to spread 
his risk of loss. Moreover, the limitation of liability and the trans¬ 
ferability of shares induces investment : the “ small ” man gets an 
opportunity to take part in production and to benefit from progress, 
whilst at the same time he can get his capital back by selling his shares 
whenever he wants to do so. 

Secondly, the abilities of the capable organizer would be lost to the 
community if he could not obtain such capital as was necessary to give 
them scope. Large capital makes possible the growth in the size of the 
business, the utilization of machinery, expert knowledge and business 
ability, and the specialization of functions, all of which increase pro¬ 
duction and enhance its efficiency, making possible the performance of 
large and continuous work. And the separation of capitalist and 
organizer is attended by great advantages ; the former is not necessarily 
capable, whilst the latter is hampered if his own resources are limited. 

The third advantage is that the limited company is a legal entity 
with perpetual succession ; i.e., it is continuous , and may outlive many 
generations of private producers. Hence, the organization is specially 
suitable for enterprises in which a long period must elapse before 
profits can be made. Such businesses would scarcely attract an in¬ 
dividual producer, but are subscribed to by the investor who is willing 
to wait some time in the expectation of a high reward. 

Finally, the publicity and legal control of joint-stock arrangements 
are beneficial, particularly in the cases of banking and public utility 
services. Policy has to be justified and explained in a public organiza¬ 
tion, the actions and reports of which are frequently subjected to 
searching criticism. 

Disadvantages of Joint-Stock Enterprise are mainly those of 
large-scale production. One or two defects are, however, peculiar to 
this type of organization. First is its liability to get into incapable 
hands, chiefly because of the ease with which the joint-stock method 
of obtaining capital can be exploited by unscrupulous promoters. It is 
frequently difficult to appraise the qualifications of directors and 
managers whose names appear on a prospectus : the investor is largely 
in the dark ; paper qualifications do not by any means signify practical 
ability or honesty. “ Long firm ” frauds and the victimizing of un¬ 
suspecting investors by glowing prospectuses are notorious, although 
the law is from time to time changed so as to limit such operations. 
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Secondly, there is less individual initiative and responsibility. The 
salaried manager is subject to the control of the directors, so that his 
enterprise may be limited and his judgment restricted. The individual 
producer acts quickly and alone ; the joint-stock company often moves 
ponderously and is liable to be hampered by divided counsels and an 
absence of unanimity among diverse interests. 

The absence of responsibility of the capitalist for work done with 
his wealth is frequently a source of evil. Those who supply funds for 
productive purposes are often unaware of the sweating, of the un¬ 
satisfactory conditions, and of the exploitation of women, young people 
and backward races that are made possible by the use of their capital. 

Although the law, by its insistence on adequate disclosure of the 
affairs and accounts of joint-stock companies, seeks to protect the 
interests of consumers, of the community and of shareholders, and 
although publicity in the financial and daily press has a salutary effect, 
it is almost impossible to prevent the careless or unscrupulous use of 
the funds of public companies. Small investors, particularly, have 
unfortunately little control over the way in which their capital is used 
because the degree of control (exercised by voting power) depends 
usually on the size of the shareholding. 1 


Combinations and Associations 

Because of the greater economies and returns to be obtained from 
large-scale production, the tendency of joint-stock enterprisethroughout 
the world is to increase in size, either by material growth or by com¬ 
bination between producers in the same or associated lines of business. 
Moreover, as concerns increase in size, competition tends to become 
increasingly severe, until a point is reached when profits will be 
markedly reduced unless the concerns combine or enter into agreements 
to lessen competition between them. Ultimately, the power and re¬ 
sources of such combinations may increase to such an extent as to give 
them monopolistic control of certain products, industries or services 
and the State may have to intervene to safeguard the interests of 
consumers and of the community generally. 

The implications and effects of monopolies and combinations are 
examined in Chapter 15, but here we may note that the form of 
organization adopted depends partly on the aim in view and partly on 
the attitude of the State towards such combinations. The following is 
a summary of the principal types of combinations :— 

1- Trade or Price Associations are simple arrangements that aim 
by various forms of price-fixing agreements to ensure stability of 
selling prices and avoid cut-throat competition. 

T 1 }u 19 t 46, OV T 8 £ p ,? r cent -° f lhe shareholdings in Imperial Chemical Industries 
Gtd., the Imperial Tobacco Company, Ltd., and Courtaulds, Ltd., belonged to 
shareholders whose individual holdings were less than 500 shares each. 
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2. Rings are temporary combinations of speculators with the 
object of cornering or regulating the supply of a commodity on the 
market so as to increase its price. 

3. Amalgamations between producers in the same or associated 
businesses aim at obtaining economies of scale, i.e., greater net returns 
as a result of large-scale organization, manufacture, administration 
and distribution. 

4. Trusts and Combinations aim at reducing competition between 
similar undertakings, i.e., those producing similar products or 
services, by absorbing independent units. 

5. Kartells and Pools , which may be national or international in 
scope, are combinations of producers to eliminate competition by 
dividing the market for their product , or total output or total earnings 
on a pre-arranged basis. 

6. Composite Combines control all stages of production as well as 
the wholesale and retail distribution of their products, e.g., the 
Lever Group sells through its retail organizations a variety of 
consumers’ goods (e.g., soap, ice-cream, fish, sausages, and mar¬ 
garine), grows its own raw materials (e.g., nuts and fats), owns and 
controls manufacturing processes (e.g., factories and oil-crushing 
mills), and sends out fleets of trawlers to obtain fish for sale as well 
as for the oil and fats used in the manufacture of other products. 

The composite combine may be a trust type (e.g., the Lever 
Group), and may develop either as an association of large concerns 
with monopoly power that enters the retail trade, or as a large 
retail combine that builds up its own manufacturing units. 

7. Vertical Combinations are amalgamations between producers 
in different stages of manufacture designed to link up under one 
direction all the stages of production from the raw material to the 
finished product. Examples in England are the Co-operative 
Wholesale Society, Ltd., which controls much of its own raw 
material supplies, as well as their final manufacture and sale; also 
Bovril, Ltd., which owns vast cattle ranches in Argentina and 
Australia and itself markets its finished products (beef extracts, etc.). 

8. Horizontal Combinations are amalgamations or associations of 
firms that market similar or competitive goods, and have as their 
object the checking of cut-throat competition or the controlling of 
prices or the achievement of economies of scale. Examples of these 
in England are Fine Spinners and Doublers, Ltd., the Imperial 
Tobacco Company, Ltd., the Bradford Dyers’ Association, Ltd., 
and Selfridges, Ltd. 



MODERN INDUSTRIAL ORGANIZATION 


115 


Co-operative Enterprise 

In its origin, co-operation was based largely on the idea that the 
services of the entrepreneur in production are not essential ; that even 
if the services are necessary the reward is disproportionate, as they are 
only a highly specialized form of labour. Co-operative enterprise is 
frequently regarded as the antithesis of capitalist enterprise ; but this 
is not strictly correct for co-operative enterprise is itself conducted on 
subscribed or borrowed capital. 

Co-operation is of two principal types : (a) Productive Co-operation , 
in which the workers unite, as producers, for purely productive pur¬ 
poses ; and ( b ) Distributive Co-operation , in which the workers unite, 
as consumers, to purchase their requirements of commodities, receiving 
their share of the profits in proportion to their purchases. 

In all cases the basic principle is that the workers themselves direct 
the business through elected members of their body or through paid 
managers and, in return for shouldering all the risks and paying 
interest on capital and all expenses, share among themselves any 
surplus that accrues. 


Co-operation among Producers 

Productive co-operation has a long record of unsuccess. Its failure 
is attributable to the cause to which it owes its being—the elimination 
of the entrepreneur. The workers have aimed at placing the manage¬ 
ment in the hands of one of their number, who is paid a fixed salary, 
and at dividing among themselves the profits of industry. Unfortun¬ 
ately, the managers appointed are rarely of a high order ; the workers 

are unwilling to pay the high rates of remuneration necessary to attract 
men of great ability. 

Experience has shown that the managers are also greatly handi¬ 
capped by petty jealousy which arises from the necessity of controlling 
men of the same class as themselves, who are generally owners of the 

concern. Discipline and efficiency are difficult to attain in such 
circumstances (see post , Chapter 22). 


Consumer and Distributive Co-operation 

In contrast to the failure that has generally characterized productive 
co-operation is the great success of Distributive Co-operation i e of 
the Consumers- Co-operative Societies. The primary objects ’of such 
societies are (1) the retail supply to the members at the lowest possible 
prices of goods purchased by the societies from their wholesale 
organization on competitive terms : and (2) the division of any profits 

made after paying interest on capital and other expenses among the 
members in proportion to their purchases. 
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Such a society has great advantages as compared with a competing 
organization. Its customers are already available and its market 
developed without the expenses of advertising and of “ pushing ” 
commodities ; the members are largely of the same class, are more 
easily satisfied and are not so insistent upon proper attention as they 
might be in regard to businesses in which they have no interest. There 
are also savings in the handling and packing of the goods : the con¬ 
sumer whose profits depend on economies is by no means exacting as 
a purchaser. For these and similar reasons distributive co-operation 
has proved a great success as a general rule ; so successful, in fact, that 
its activities have extended back to the productive side, and manu¬ 
facturing organizations have been developed to supply the distributive 
societies with necessary articles for sale. 

British co-operative societies have organized themselves in this way ; 
the numerous independent branch societies with retail shops in their own 
localities obtain their supplies from the Co-operative Wholesale 
Society, which buys in large quantities and manufactures much of its 
requirements. The relationship of the local organization to the central 
body is much the same as that of the individual member to the local 
society, the profits of the central body being distributed among the 
local societies in proportion to the total purchases of each local society 
from the wholesale organization. 

It is instructive and interesting to note that the manufacturing 
organizations of the Wholesale Society are conducted not on 
“ co-operative ” but on “ capitalist ” lines ; i.e., the employees, as 
such, take no part in the management and obtain no share of the 
profits, whilst they are controlled by first-class organizers who are 
highly remunerated. 

Co-operation is extending rapidly in this and other countries, both 
in retailing and in agriculture where it is successfully applied to the 
purchase in association of grain and manures, agricultural implements 
and general utensils, as well as for the co-operative marketing of the 
products (e.g., of milk, butter and bacon in Denmark). 

Co-operative societies are extending their functions in other ways, 
as by providing educational and social advantages for their members, 
and by establishing allied banking and insurance organizations on 
co-operative lines. Such developments must have important economic 
effects, which will be increasingly emphasized in the future with the 
rapid growth of the co-operative organization. 


Public Enterprise : The Public Corporation 

In all countries nowadays there is a vast and growing field of public 
enterprise, by which State and municipal authorities, in the interests 
of the community as a whole, provide and control enterprises of 
various kind, especially those that involve monopoly conditions of 
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supply, e.g., postal services ; transport services ; gas, water and 
electricity supplies ; swimming baths ; parks ; recreation grounds ; 
and State and municipal savings banks. The postal, telegraph and 
telephone services, for example, are usually controlled by the State 
because of their wide ramifications and necessary interference with 
private rights, and because it is in the best interests of the community 
that such facilities should be available to all citizens on equal terms and 
at the cheapest possible charges compatible with efficiency. 

With notable exceptions municipal and State enterprises have not 
usually achieved outstanding success. The reasons are not far to seek. 
State and local officials with fixed salaries and secure posts have little 
incentive to extraordinary effort. Political favouritism and family in¬ 
fluence sometimes place such enterprises in incapable hands. The 
capital at stake may be obtained from funds collected as rates and taxes, 
and is not cared for to the same extent as is the capital of a joint-stock 
company. Taxpayers are not so insistent upon their rights and benefits 
as are shareholders in commercial enterprises, whilst State and muni¬ 
cipal concerns suffer from frequent changes in the management and 
from the distribution of that management among too many persons. 

Nevertheless, State and municipal authorities in most countries are 
rapidly extending their activities in the industrial and commercial fields. 
In Britain, the State has entered the commercial and industrial fields 


on a vast scale. It operates, under full public ownership and control, 
several of the basic industries and institutions of the country, including 
the Bank of England and the industries concerned with the provision 
of fuel, power and transport. The purpose is to operate and organize 
these industries more effectively for the Nation’s welfare than is possible 
under private enterprise, and to ensure that monopoly gains do not 
accrue to the private individual. National welfare as the aim is 
substituted for the profit criterion. 

The form of controlling organization adopted in Britain’s nation¬ 
alized industries is the public board or corporation , whose members are 
experts in some branch of industry, and direct day-to-day working in 
accordance with general policy determined by Parliament. By this 
means, the industry operates as an independent concern, free from 
the constant scrutiny of Parliament to which a Government Department 
is subject. Examples of such boards are the British Broadcasting 
Corporation, the Bank of England Court, the National Coal Board the 
British Overseas Airways Corporation, the British Electricity Authoritv 

the Gas Council, the British Transport Commission, and the British 
Kaw Cotton Commission. 


COMPETITION AND COMBINATION 

The competitive instinct is one of the basic characteristics of man 
n society. He competes with his fellow-men at every stage of his 
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existence ; there is a continual rivalry for means of subsistence, for 
the possession of wealth in all its forms, for occupation and for employ¬ 
ment. Buyers compete with other buyers for goods and services; 
sellers undercut one another in an endeavour to obtain custom. The 
competition for labour, raw materials and capital exists between one 
concern and another, between localities, and between nation and 
nation. In a system of free enterprise, competition is relied on to 
obtain for man a due share of the world’s goods, and to lead him to 
that locality and occupation which will most amply repay such energy 
and ability as he has to offer. 

But, as we have seen, in our consideration of combinations, com¬ 
petition itself leads eventually to combination, to an association of those 
engaged in similar businesses. This is due largely to the recognition of 
a common interest, whether of a certain class of producers or of a 
geographical group of producers. There arises an appreciation that 
competition has very marked limits beyond which it tends only to 
defeat its own ends, and to involve in ruin those who pursue it too far. 
Then, again, producers of one class discover that they can obtain a 
common benefit by associating for some specific purpose, such as the 
advertisement of their common product, or the search for information 
concerning their particular trade. 

Recognition of these facts underlies the vigorous attempts that 
have been made to rationalize , i.e., to reorganize on a scientific basis, 
certain important industries, both in this country and abroad. For 
although rationalization does not necessarily imply amalgamation, its 
benefits can almost always be best achieved by co-ordination of the 
efforts of individual producers. 

Actuated by similar motives of common interest, consumers 
associate with one another to oppose increases in the price of manu¬ 
factured goods ; retailers combine to prevent underselling and the 
incursion of the wholesaler into the province of the retailer. Labourers 
combine to form trade unions with the object of protecting their 
common interests and of obtaining some advantage in their conflicts 
with the stronger forces of employer and capitalist. On the other hand, 
employers have found it necessary to unite in order to combat the 
continually increasing forces of labour, and to decide on a common 
policy regarding strikes, lockouts and wage rates. 

Thus the two tendencies of competition and combination are found 
side by side through all the ranks of industry. Producers and con¬ 
sumers who are engaged in the keenest competition with other pro¬ 
ducers and consumers may ultimately find it to their advantage to unite 
for some common object. Thus it may be said that competition itself 
is usually at the root of combination. Man is forced by competition 
into conflict with his neighbour ; but eventually the stress of com¬ 
petition and the sense of common interest are themselves inducements 
to the association and co-operation of one man with another. Com- 
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bination is in effect the result of the efforts of one group to obtain a 

greater advantage in its competition with another group. Combination 

is an attempt to lessen competition, but in some respects it increases 

competition. Traders associate to obtain some common advantage 

which the individual members could not afford, such as the benefits of 

Chambers of Commerce and Trade Journals. But competition in other 

respects, as in regard to internal management, is keener than ever, and 

there is no competition as fierce as that between two large combinations 

in the same industry, e.g., the competition between great motor-car 
manufacturers. 

Competition thus adopts a variety of disguises. Modern society is 
described as “ competitive ” mainly because it relies very considerably 
on the force of these various forms of competition to preserve the 
balance between producer and consumer. Competition to buy keeps 
up prices and so protects the interests of the producer ; competition to 
sell forces down prices and thus safeguards the interests of the con¬ 
sumer. But, as we have indicated, competition is by no means a perfect 
regulator, while its aim and effect in any given circumstances are not 
capable of exact estimation. 


THE EXCHANGE OF WEALTH 


CHAPTER 12 

MARKETS AND THE SAFETY-VALVES 

OF COMMERCE 

In the early stages of man’s evolution there was little need for the 
exchange of products. The family group was self-sufficing ; its own 
products satisfied all its wants. But when men began to confine them¬ 
selves to certain employments, e.g., fishing or farming, and to specialize 
on certain crafts, e.g., making knives or boots, they had to exchange or 
sell their own products for those of other producers. This was effected 
in the market place , a convenient spot where sellers could expose their 
goods for sale and people could attend to buy them. 

Thus a “ market ” was originally a place where buyers and sellers 
met. Its sphere at first was purely local , and regulations excluding 
merchants from other localities preserved this characteristic. Most 
local markets were general , i.e., places for the exchange of all products 
peculiar to the locality ; but, in the course of time, the functions of 
the market became specialized, and a separate market was organized 
for each important commodity, e.g., for fish, meat, corn and coal. 

In Economics, the term “ market ” is used in a much wider sense 
than that of a place where commodities are bought and sold ; it is used 
to mean a commodity and the buyers and sellers thereof who are in direct 
competition with one another . In this sense, the locality of a market is 
not restricted. The extent of each market is determined by the dis¬ 
tribution of the buyers and sellers of the commodity concerned. It may 
be local, e.g., the local produce markets or horse fairs to be found 
throughout England, where the traders are usually farmers, dealers and 
shopkeepers from the surrounding districts ; or it may cover the whole 
world, e.g., the markets in wheat, gold, cotton and foreign exchange. 

Whilst, therefore, the markets in some commodities may be conducted 
only at specified places, and whilst other markets may have key or 
central organizations at certain specified places, the term “ market ” in 
its widest economic sense means more than a market place: it means 
a set of conditions that make it possible for buyers and sellers to deal 
in a specified commodity. 

There is a market not only for every commodity, quite distinct 
from the markets in all other commodities, but also for every com- 
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modity at different times or different stages. The market for iron ore 
is quite distinct from the market for pig-iron and steel. The retail 
market in fruit is quite distinct from the wholesale market ; retailers 
compete in one market to purchase fruit from the wholesalers ; the 
wholesalers compete in a different market to buy supplies from the 
producers or importers. 


Evolution of Markets 

The evolution of markets may be regarded from two points of 
view: (1) geographical, and (2) functional. 

Geographical Evolution refers to the growth of the market for 
certain commodities in so far as it relates to the region inhabited by 
the buyers and sellers in the market. It may be divided into four stages 
corresponding to the growth of industry : ( a ) the family market , within 
the bounds of the family only ; ( b) the local market , in the town or 
village ; (c) the national market , covering the whole nation, and ( d) the 
world market , extending to the ends of the earth. 

At one time, the market for fresh milk was local, but improved 
transport facilities have enabled it to be greatly enlarged. The markets 
in meat, fresh fruit, cut flowers and vegetables also were once localized, 
but improved transport services and refrigeration have extended these 
markets to cover the whole nation, and, in the case of meat and some 
fruits, the whole world. 

The cost of transport is an important consideration ; and the area 
of the market tends to be smaller when commodities are plentiful and 
cheap. When cut flowers and fruit are in season their low prices will 
not bear heavy transport costs. When they are out of season, they may 
be conveyed over far greater distances to market. In small countries, 
most commodities have a national market; in the larger States, such 
as India and U.S.A., transport costs may tend to limit the area covered 
by a given market. Nevertheless, such costs are nowadays kept so low 
that the market, even in perishable commodities, is ever-increasing ; 
in many cases it is already world-wide; as, for example, the markets in 
butter and meat, rubber and tea. 

Normally, bulky commodities of comparatively low value have a 

limited market, e.g., gravel, bricks, sand, and road-making materials. 

On the other hand, world-wide markets exist in commodities, such as 

precious stones, precious metals, and “ international ” stocks aAd shares 

(e.g., reputable gold-mining shares), which are transportable at low 
cost and are in wide demand. 

Wide markets exist also in necessaries (except those that are 
perishable) and in articles in general demand that can be easily graded 
and described. Costs of transport and distance matter little in the 
former case, for man must have commodities that are essential to his 
existence, whatever the expense. In regard to the latter class, we find 

E 
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very wide markets in commodities such as wheat and raw cotton, which 
are in universal demand, and can be purchased and sold by sample or 
by mere description, without inspection of the bulk. 

The Functional Development of markets relates to the type of 
business transacted in various markets. Four stages may be 
differentiated :— 

{a) The General or Local Market deals with the purchase and 
sale of a variety of wares and produce, and is attended by buyers 
and sellers from the immediate neighbourhood. Prices are fixed by 
bargaining, on a rough estimation of the demand for and the supply 
of each commodity, but only one price will obtain at any one time 
for exactly the same article. 

(b) The Specialized Market. —Even in the local or general 
markets there is some tendency to specialization : the local horse 
fairs and cattle auctions are entirely distinct, and are frequently 
held on different days of the week. As industry and trade develop 
and commerce extends, there is increasing need for further 
specialization and greater differentiation. The market in raw 
cotton is a vast organization in itself, entirely separated from the 
markets in yarn, in thread, and in the countless varieties of cotton 
piece goods. 

(c) Marketing by Sample. —As the range and variety of goods 
increase, it becomes difficult to display all the goods offered for 
sale at a given time. The system of selling by sample enables the 
seller to approach a large number of buyers and gives buyers a 
greater variety from which to select. The sample is much more 
easily handled than the bulk, and permits the bulk to be disposed of 
in a distant market without its actual transference there or its 
inspection by the purchasers. As a result, there is a great saving 
of time, energy and money. Naturally, the method can be applied 
only where the sample is fairly representative of the whole, as in 
the case of certain raw materials, such as tin plate, pig-iron, grain 
and timber, which can be conveniently classified according to size, 
quality, date of crop, etc., and in the case of standardized manu¬ 
factured goods, such as screws, motor-cars and wireless sets. 

( d ) Marketing by Grade. —In effect this is a development of sale 
by sample, and applies more especially to such raw materials as can 
be conveniently classified according to quality. The efficient produce 
markets of today have made possible the grading of the raw materials 
dealt in according to fixed standards. Thus the quality of a given 
commodity is immediately recognizable by a purchaser on being 
informed that it is of a certain grade. An inspection of samples is 
unnecessary, for each grade corresponds to a definite standard of 
quality of the raw material, and, as the grading is usually fixed 
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by an independent authority, the buyer is assured of the quality of 
his purchase. In the grain markets, particularly, these methods have 
reached a high degree of perfection, and have made possible the 
development of dealings in “ futures ” and “ options ” on a large 
scale (see post , page 134). Crops and cargoes of the raw product 
change hands a number of times on the simple assurance that on 
delivery they will conform to a certain grade or quality. 

Law of Indifference or Law of Markets 

There are probably no markets in which it can be said that perfect 
competition exists. But if we assume such conditions to exist in any 
market, then it follows that no buyer will pay more for any given 
article than any other buyer is required to pay. So long as the buyer 
gets what he requires he is indifferent as to who supplies it, and if the 
price asked by one seller is lower than that of others, then all buyers 
will purchase from that seller. Similarly no seller will dispose of an 
article at a lower price than that obtained by any other seller for the 
same article ; if one seller obtains a certain price all other sellers will 
tend to hold out for at least the same price. 

These facts mean that in the same open market , at the same time , 
there can he only one price for the same commodity. By the same com¬ 
modity we mean, of course, a commodity of exactly similar quality, 
grade and description, any one portion of which may be used or held 
indifferently in place of an equal portion. 

This tendency or principle is described as the Law of Indifference. 
It tends to operate in all markets, but obviously it is not completely 
operative in any market. In the first place, perfect competition exists 
nowhere, and, secondly, the existence of competition itself presupposes 
certain temporary variations in price as between one dealer and another, 
although the tendency is to fix one price only for one commodity. 


Conditions Necessary for a Perfect Market 

Easy Communication and Effective Transport.—A ll buyers and 

sellers in the same market must be in easy and speedy communication 
with one another, so that they may be in a position immediately to 
effect transactions, to publish and advise changes in prices and in 
market conditions, and to obtain information from one another as to 
the present and future course of events. The transport systems must 
be such as to permit of the speedy, safe and economical transfer of 
goods from one point to another as may be desired. Difficult, tardy or 

and e i n neffici t ent nSPOrt arrangements tend to make marketing uncertain 

act !oTrrr iTI ° N -- ThiS assumes that both buyers and sellers will 
act solely in their own interests, and that there is an absence of rings 
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and combination whereby sellers or buyers associate in order to 
control prices. Free competition is essential if there is to be one price 
only at any one time for a given commodity. It is also necessary if close 
prices are to be quoted. Any legal or artificial restriction on prices 
and/or supply (e.g., Government rationing and/or price controls) 
prevents the operation of a perfect market. 

Wide Extent. —The wider the market, the freer the competition, 
and the more effective the Law of Indifference. There are five main 
essentials for a wide market, viz. :— 

1. Extensive Demand and Supply , i.e., many buyers and sellers. 
The market in wheat is necessarily wider than that in furs, because 
the latter are of little use in warm countries while wheat is almost 
universally demanded. On the other hand, the winter market in furs 
is much wider than the summer market: the market in this case is 
limited by the duration of demand. A very wide market may con¬ 
ceivably exist for a time in a commodity the use of which is dictated 
by fashion : when fashion changes the market collapses. Thus the 
market for ostrich feathers was greatly curtailed when it was no longer 
fashionable for women to wear them. 

2. Suitability for Grading , Sampling and Exact Description. —This 
means that a commodity can be sold in bulk by letter or cable across 
the world, without possible misunderstanding or doubt. Marketing 
methods have reached such perfection that certain commodities, e.g., 
cotton, tea, coffee and wheat, are now sold by sample throughout the 
world. This method has even been applied to cattle and other livestock. 

3. Portability of the Commodity —Bulky articles of low value, e.g., 
bricks and sand, have a limited market; the cost of transport over 
wide areas is prohibitive. This does not apply to gold and diamonds, 
silk and shares. 

4. Durability of the Commodity. —A very wide market cannot exist 
in perishable and fragile articles because they cannot be transported 
over the long distances essential to the existence of a wide market. 
Compare, for example, the market in frozen meat with that in fresh 
meat. The market for the former is now very wide ; that for the 
latter is still local. Further, the market in perishable commodities is 
necessarily limited as to time. In the case of cut flowers, for instance, 
only day-to-day prices can be fixed. 

5. Adequate Supply of the Commodity. —Only a very restricted 
market exists in rare antiques, curiosities and works of art, the supply 
of which is limited and the demand for which—though it may come 
from many countries—is restricted to a relatively small number of 
connoisseurs. 

The markets in the non-perishable necessaries of life are generally 
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world-wide. In the case of other commodities, the wider the market 
the nearer the approach to perfection. A wide market implies amongst 
other things the capacity to carry through large transactions at a 
moment’s notice, and, if necessary, in return for a small margin. 
Fluctuations in prices are thus kept to a minimum. 


The Market for Invested Capital 

The nearest approach to a perfect market in normal times is that 
for invested capital, i.e., the various stock exchanges, particularly those 
of London, Paris, New York and Amsterdam. The commodity dealt 
in—Capital—is evidenced by various classes of shares and debentures, 
all of which can be accurately described and suitably graded : the 
ordinary shares of a particular company may be regarded as being all 
of one quality or grade, and any one such share is as good as another. 
Paper securities can, of course, be transported long distances without 
difficulty and without much risk of loss. Further, buyers and sellers 
within each exchange, and also buyers and sellers on different exchanges, 
are in rapid and easy communication with one another by telephone, 
telegraph, cable, airmail and post. The methods of quoting prices for 
stocks and shares, of making bargains, and of settling transactions are 
absolutely fixed and widely known, prices are rapidly circulated, widely 
quoted and easily understood, while the high moral standard that 
exists throughout the market is far more effective than the strictest 
legal control in preventing fraud and minimizing risks. 

Particularly wide and well-organized markets exist in stocks and 
shares that are internationally attractive, e.g., the stock in certain 
American railways, government stocks and gold-mining shares. Equally 
well-organized, but not so wide, are the markets in business stocks of 
international repute. 

The markets in the precious metals, in first-class bills of exchange, 
in foreign currencies, and in important raw materials (such as wheat 
and wool) also are highly organized, and their price movements are 
quickly reflected throughout the world. 


Organization of the London Stock Exchange 

The London Stock Exchange is an outstanding example of a highly 
market. It consists of a voluntary association of members 
who deal m shares among themselves under the rules laid down bv 
the Council of the Stock Exchange. 

Amongst other duties, the Council (a) appoints the secretary • 
(ft) admits members or authorized clerks of members ; (c) grants 

permission to deal,” i.e., officially sanctions dealings in a particular 
share or security ; (d) suspends or censures members ; ( e) re-admits 
e aulters; and (/) notifies the public of suspensions of members. 
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Members may be suspended if they violate or fail to comply with the 
rules, or if they are guilty of dishonourable conduct. 

Members must refer all disputes among themselves to the Council 
for arbitration, and are prohibited from taking action against any other 
member or members over such disputes unless the prior consent of the 
Council is obtained. This system permits disputes to be settled 
promptly and economically ; it is not governed by precedent, so 
judgment to suit each case is given strictly according to the notions of 
a body of business men, and the right of the Council to expel or suspend 
a member promotes a better moral code than any legal enforcement. 

Membership of the London Stock Exchange 

Membership of the Exchange is strictly regulated, and entry is 
expensive. Members may be either brokers or jobbers. 

Stockbrokers are agents who act between the jobbers and the 
public for a commission, and are liable as agents for their clients. 
Orders from the public are given to brokers and not direct to jobbers. 
It is a breach of the rules of the Stock Exchange for a jobber to approach 
the public direct for orders. On the other hand, stockbrokers do not 
usually deal in stocks for large amounts for their own account. They 
rely for their profits mainly on the commissions they receive for acting 
as buying and selling agents for the public. 

Jobbers make their profits by speculation in stocks and from the 
“ jobbers’ turn,” the difference between the buying and selling prices 
they quote to the brokers for stocks. Speculators who buy stocks on 
account “ for the rise ” are called bulls ; they buy in the hope of selling 
to another person before the end of the Account or Settlement (see 
below). Those who sell in the hope of buying later on at a lower price 
are called bears ; their object is to force down prices, whereas bulls 
operate to force up prices. 

Investors often complain that they can find no justification for the 
existence of the jobber or for the high profits he is supposed to make. 
The jobber nevertheless performs an economic function of first im¬ 
portance ; his business is to make a market in any stock or share m 
which he is accustomed to deal by being willing at all times to quote 
prices either for buying or for selling. No reliable jobber can refuse 
to deal : he must be ready to buy at a reasonable market price stock 
that he does not want, and be ready also to sell stock that he does not 
possess, although the Rules of the Stock Exchange set limits to his 
liability in respect of the various securities. The operations of the jobber 
thus help to even out, i.e., to minimize sudden and wide fluctuations in, 
the prices of stocks and shares. 

Only members of these two distinct classes are admitted to the 
Exchange, but outside brokers transact business through the members. 
Some of these outside firms are legitimate houses controlled by men 
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who were formerly members of the Stock Exchange, but who gave up 
membership because they preferred to be free from control by the 
Council and be free to advertise, which members of the Stock Exchange 
are prohibited from doing. At one time some outside brokers were 
purely “ bucket shops/’ engaged, not in the legitimate purchase and 
sale of shares, but in carrying on a betting business with the speculating 
public by paying or receiving differences in the prices of shares that 
were never in fact bought or sold. The operations of such people were 
curtailed by the Prevention of Fraud ( Investment ) Act , 1939. 

Method of Dealing 

A broker who has an order to execute asks a jobber for a price for 
certain shares or stock, without disclosing whether he is a buyer or a 
seller. The jobber quotes two prices, one for buying and the other for 
selling. If the quotation is satisfactory, the broker closes at the price for 
the transaction, and the jobber is bound to abide by his quotation even 
though he may suffer loss before settlement is effected. The broker 
forwards to his client a signed and stamped “ Contract Note,” 
specifying all charges for commission, stamps and transfer fees, in 
addition to the price of the stock and the total amount due to or payable 
by the client. Most bargains are effected on the basis that they will be 
settled for at the next Stock Exchange “ Settlement,” but certain 
securities, e.g., British Government stocks, are bought and sold for cash. 


The Settlement 

This name is applied to certain specified dates on which transactions 
must be completed by delivery of securities and payment of cash. It is 
held once a fortnight, though occasionally the period is three weeks. 

Until the outbreak of war in 1939, it lasted four days as follows :_ 

Contango Day was the first day, when it w'as decided whether the 

bargain was to be completed, or held over till the next Settlement in 

cases where it was not desired to pay over the money or to deliver the 
securities. 


Contango is the name applied to the interest for the period of post¬ 
ponement paid by a buyer who cannot hand over the necessary money. 

Backwardation is an allowance made by a seller who cannot deliver the 
security he has undertaken to sell. 

Ticket and Intermediate Days were the second and third days, 

when ‘‘tickets ” showing the names of the actual buyers were delivered 

by the buying brokers to the selling jobbers for transfer to the selling 

brokers, so that certificates and transfers could be made out in the 
correct names. 


Settung Day was the last day when payments were finally made, 

either for completing the transactions or for carrying them over to the 
next Settlement. 
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On the outbreak of war in 1939, the Settlement was suspended and 
transactions were permitted only for cash, but the system of fortnightly 
settlement was re-introduced in January, 1947, with certain modifica¬ 
tions. It covers five days : Making-Up Day and Contango Day , Ticket 
Day , First Intermediate Day , Second Intermediate Day and Account Day . 
Contango (or continuation) facilities are allowed, but options have not 
been restored, though limited dealings for the next account were 
permitted from January, 1951. 


Economic Function of the Stock Exchange 

The Stock Exchange performs an essential economic function by 
providing a market for capital that is already invested. It facilitates 
the transfer and rearrangement of that capital, and is the means whereby 
capital represented by stocks and shares may be graded, and realized 
easily and cheaply. It makes possible international dealings in securities; 
and renders stocks and shares acceptable as cover for loans. The rigid 
rules to which the market is subject, and the high standard of com¬ 
mercial morality that prevails, create confidence and bring great 
numbers of people into business relationship. Consequently, the trend 
of business on the stock markets has important repercussive effects 
throughout the community. While, therefore, the Stock Exchange is 
not itself the market for new capital, the advantages which it offers, 
particularly that of ready realizability, are vitally important in stimu¬ 
lating and encouraging the flow of new capital for industrial and 
other purposes. 

The control exercised by the Treasury Capital Issues Committee over 
the issue of new capital during and after World War II had a marked 
effect on the scale and nature of stock exchange activities. This control 
was partially relaxed in 1945, but had to be otherwise continued to keep 
interest rates down and to prevent private enterprise from competing 
with Government demands for capital for objects of national 
importance, e.g., for promoting export industries and for defence. 

An important function of the stock markets is that they facilitate 
the sale and purchase of securities at their “ true ” values. The ‘ true 
value of a security necessarily depends on the degree of risk behind 
the security, on its dividend-earning capacity, and on its future possi¬ 
bilities. On the Stock Exchange the influence of expert, well-informed 
dealers is constantly at work, forcing downwards or upwards the values 
of securities according to the most up-to-date relevant information. 
Hence originates the saying—which contains a good deal of truth 
that “ the true value of a security is what it will fetch ” ; in other 
words, that dealers on the stock markets are so well-informed as to 
risks, future prospects, and all the other relevant factors, that at any 
given time the current Stock Exchange quotation of a security is a fair 
measure of its real or true value. 
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Such a statement is not wholly true, however. It assumes that 
dealings on the Stock Exchange are always carried out on a rational 
basis : unfortunately, that is not the case. Speculation and gambling 
play a considerable part in fixing the market price of stocks and shares. 
Sometimes attempts are made to “ rig ” the market ; false rumours 
are spread either to induce hesitating purchasers to buy or to cause 
nervous holders to sell. At other times, security prices are forced up or 
down beyond “ true ” values through big buying or selling operations 
which sometimes have sinister aims. Again, there is almost an inherent 
tendency for movements on the Stock Exchange, either upwards or 
downwards, to be “ over-done,” at any rate during short periods. The 
large, knowledgeable operator always has a large following of blind 
disciples. The public come in to buy on a rising market, and to sell 
on a falling market, with the result that prices of securities frequently 
rise and fall to levels which bear little relation to true values. Very 
frequently, uninformed investors are left to “ hold the baby,” i.e., they 
have to take up stocks and shares purchased at fancy prices which bear 
no relation to the true worth of the holdings. 

But such divergencies are temporary. Sooner or later, as the real 
situation becomes clear, the inevitable adjustment takes place, and in 
the long run, stocks tend to be purchased and sold at prices approxim¬ 
ating to the market estimate of their true worth. At anv particular time 
the market operators and the investing public have a fairly accurate 
idea as to the different yields which should be obtained from various 
classes of investments. If on first-class trustee, or gilt-edged, securities, 
such as British Government Stocks, an average of, say, 3 per cent, per 
annum may be expected, the prices of the various types of such 
stocks will tend to that level at which the yield in all cases is approx¬ 
imately the same. Thus, if a war loan stock can be purchased at 100 
to yield 3 per cent., the price of Consols, on which the nominal interest 
is only 2J per cent., will be in the neighbourhood of 83. 

Yields of other classes of securities will be judged by comparison 

with the yield obtainable on the first-class group, the yield increasing 

according to the degree of risk involved. Thus, investors generally may 

expect on good industrial ordinary shares a yield of from 1| to 2 per 

cent, more than is obtainable by investment in the gilt-edged group. 

Again, on speculative investments, such as those in mining and oil 

shares, a yield of anything from 10 per cent, upwards may be expected. 

The yield on the first-class group may be regarded as pure interest, 

and the additional insurance against risk ” increases as we pass 

from the better class of industrial securities to the more speculative 
sections. 

In each class there is an average yield which investors generally 

. . j _ ^ in the long run the prices of existing 

securities, and of new securities entering the class, tend to that level 

where the average expected yield for the particular class will be 



130 


ELEMENTS OF ECONOMICS 


obtainable by the investor. Suppose, for example, that investors 
generally expect to receive 10 per cent, per annum on money invested 
in oil shares. The price of the £1 ordinary shares in a concern paying 
10 per cent, will tend to be at par, i.e., 20s. per share. Other things 
being equal, the price of the ordinary shares of a similar class of 
company paying 15 per cent, will tend to be about 30s., giving a net 
return of 10 per cent, on the money invested, as in the case of the first 
company. 

In considering the true worth of any type of security due regard 
must, of course, be paid to the possibility of future capital distributions 
in the form of bonus shares or direct distribution of reserves, etc. 
Clearly, the value of ordinary shares in a concern with vast accumulated 
reserves cannot be judged solely from the rate per cent, represented by 
its annual dividends. Due allowance must be made in the valuation 
of such shares for the probability that part at least of such reserves 
may be distributed to shareholders in the form of bonuses. 

Finally, due regard must be paid to the date of redemption or of 
the option to redeem a security. A security that will give a yield of, 
say, 3 per cent, for 20 years is a better proposition, other things being 
equal, than a 3 per cent, security which the issuers can redeem in 
ten years. 


The Market for New Capital 

In Great Britain, the market whose function it is to provide capital 
for new enterprises is very loosely organized. It comprises a small 
group of Issuing Houses, Investment Trusts, Finance Companies and 
Banks working in conjunction. 

The principal function of the Issuing Houses is to offer new issues 
for public subscription either for domestic purposes or, when regula¬ 
tions permit, to meet the requirements of foreign borrowers. They may 
be said to act as pipe-lines between industry and the idle resources of the 
investing public. Their duty is to examine carefully the merits of any 
proposed capital issue before they offer it to the public, and, thanks 
to their intimate knowledge of the state of the Capital Market, they 
are able to advise borrowers as to when and how an issue shall be made, 
while, by shrewd timing of an issue, they often save the borrower 

considerable sums. • 

The function of the Investment Trust is to invest its capital in such 

a way that, by judicious distribution, by limiting risks incurred in any 

one direction, and through the advantages of specialized study of 

investment, a higher income return on the money and a much wider 

distribution of risk and capital may be obtained than are available to the 

ordinary investor. # . . 

As favourable opportunities arise, the trust’s holdings are varied 

and those showing capital appreciation are realized, but the making 
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of profits in this way is merely subsidiary to the main business, and any 
profits so realized are not distributed but are transferred to reserve. 
The distributable revenue of the trust is derived chiefly from interest 
and dividends on investments. The investment trust proper is not a 
speculative concern, but seeks to obtain the maximum income 
consistent with a certain degree of risk. 

The Unit Trust is another method whereby the srmll investor is 
able to spread his risk over a wide field. It is an actual trust, formed 
under a trust deed, for the benefit of those members of the public who 
care to subscribe. 

A “ unit ” is a block of shares in a carefully chosen group of com¬ 
panies, the certificates being deposited with a trustee. Against the 
“ units ” are issued “ sub-units,” which are virtually certificates of 
pan-ownership of the securities owned by the trust. An investor who 
takes up a sub-unit pays a price determined by the Stock Exchange 
quotation for the securities plus a loading for commissions, stamps and 
the expenses of the trust. 

Usually, the trustee appointed under the deed of a unit trust is the 
trustee department of one of the large joint-stock banks. The bank 
deals with the financial side of the trust, receiving the trust income and 
making all payments. The unit trust has neither directors nor share 
capital. Its management is usually retained in the hands of the finance 
house that forms it, and the management is given a limited discretion 
in specified contingencies to change the securities constituting the 
units. 

Whilst the investor in a unit trust benefits from the relative rigidity 
of the trust in that it protects him against dishonest action by the 
managers, he suffers in comparison with the members of a well-run 
investment company whose investments are flexible and can easily be 
changed to meet changing conditions. The investor in a unit trust 
sacrifices the benefits of skilled investment management in order to 
avoid the dangers of unskilled or fraudulent manipulation. 


Finance Companies take many forms but, unlike investment trusts, 
they may seek to control the enterprises in which they are interested 
and, with this end in view, concentrate on a small group of under¬ 
takings. Their business is much more speculative than that of the 
investment trusts. They trade in securities but treat the profits derived 
from purchases and subsequent sales as revenue. They also assist 1 in 
the flotation of foreign loans and arrange for the exchange of the sterling 
raised by means of the loans into the currency of the borrowing 
country. Since these companies seek high returns, and since their 
holdings are not widely distributed, they take considerable risks and 
are liable to be seriously affected by financial depression or disturbed 
monetary conditions. (See also Chapter 30.) 


1 When regulations and circumstances permit. 
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This position is in distinct contrast to that on the Continent and 
in the United States, where the banking institutions provide much of 
the machinery that regulates the flow of fresh capital into industrial 
organizations. Many of these institutions possess extensive holdings 
in industrial enterprises, but in Britain, the banks do not ordinarily invest 
directly in industry or make long-term advances to industry. They 
assist industry mainly by the provision of short-term credit by granting 
short-period advances against various forms of security, by discounting 
and accepting bills of exchange and by issuing letters of credit. (See also 
Chapter 26.) 

Speculation 

Speculation is a term used to express a wide variety of meanings. 
Primarily it refers to buying or selling that is undertaken with a view 
to making a profit out of price movements. The essential is the 
purchase (or sale) of a commodity at one time, with the object of 
making a profit by its sale (or purchase) at another time, usually in 
the same market. 

Speculative business may include any or some of the following : 

1. Legitimate Enterprise, undertaken by a man conversant 
with the business, with the object of making profits by producing 
in anticipation of a carefully estimated demand. The element of 
risk is limited and may be reduced to a minimum by the highly- 
skilled entrepreneur. 

2. Speculation Proper, which involves the investment of 
money in an enterprise, the risks and details of which cannot be 
known to any man. Dealers on the produce exchanges speculate 
on the probability of a rise or fall in the prices of commodities. 
If crops are likely to be abundant they sell their rights to supplies 
in anticipation of a future fall in prices ; if crops are likely to be 
poor, they buy as much as possible in anticipation of a future 
scarcity and high prices. The dealer has expert technical and general 
information at his disposal, and he speculates according to his own 
judgment of the future course of events. He makes it his business 
to forecast demand and to estimate future supplies, and in this 
respect he performs a legitimate and useful function. 

3. Gambling or Illegitimate Speculation, signifying in the 
main operations undertaken blindly and ignorantly by speculators 
in the hope that they will reap rich rewards therefrom. T ese 
transactions include deliberate manipulation of the market, e.g., 
corners, which are operated by highly skilled but unscrupulous 
operators. The risk of loss is considerable ; frequently the whole 
of the invested capital may disappear. But the evil lies chiefly in 
the fact that such operators actually risk little, inasmuch as _J“ e y 
operate largely on borrowed capital or without capital at all. Thus 
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on the stock markets, bull and bear operators may endeavour to 
manipulate prices with the object of influencing public demand for 
stocks. When prices have sufficiently risen, or have been sufficiently 
depressed, such operators “ unload ” their holdings at the high 
prices or buy in as much as possible at the low figures. This form 
of operation is harmful to the community generally inasmuch as 
private investors are frequently victimized and violent fluctuations in 
prices are engineered. Legitimate speculation tends to smooth out 
fluctuations in price : gambling usually serves only to accentuate 
price fluctuations. 


Economic Justification of Speculation 

A characteristic of modern industrial organization is that production 
has to be initiated long in advance of demand. Before a woollen coat 
can be marketed, numerous producers have to be engaged for many 
months in obtaining the raw material and transporting it to the manu¬ 
facturing centres, in spinning and weaving the cloth, and finally in 
actually making up the garment. At every stage the producers run 
some risk that their efforts will prove fruitless and that their products 
will not find a market. Industry itself is thus a speculation ; producers 
must work continually on estimates of probable demand, and on the 
correctness of these estimates depend the results of their enterprise— 
whether they will make a profit or incur a loss. 

The risks of loss are much greater in some industries than in 
others, and particularly in those industries which use large quantities 
of raw material, such as cotton, wool and wheat. The quantity and 
quality of crops are always uncertain factors beyond the control of 
man, while there is an absence of regularity and continuity in the 
supply of raw produce which is harvested at periodical intervals. 
In distinct contrast to the irregularity of supply is the steadiness of 
demand : cotton, wool and wheat are required everywhere and at all 
times for industrial purposes. Fluctuation in prices would tend 
therefore to extreme limits in such departments of production unless 
other forces were at work tending to minimize the movements. 

These forces make their influence felt on the highly organized 
produce markets in this and other countries. The buyers and sellers 
consist of expert middlemen, who make a living by forecasting price 
movements and market demands, and by buying and selling for profit. 
They do not actually touch the raw material, but act as intermediaries 
between producers on the one hand and manufacturers on the other 
They arrange for expert technical and general information concerning 
crops m various countries, and make a detailed study of all conditions 
Meeting the demand for the commodity in which they are interested. 
They consider changes in fashion, political conditions, the prospects 
ol peace and war, and any other matters which may influence their 
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market. Their mode of operating is determined by their estimation of 
the future course of events : if they anticipate a fall in prices, they 
proceed to sell for future delivery ; on the other hand, if in their 
judgment a rise may be expected, they buy supplies for future delivery. 
Present sales tend to send down prices now, and therefore to reduce 
the ‘ steepness of an anticipated fall. Similarly, present purchases 
tend to raise prices immediately, and thus obviate too rapid an 
appreciation in the near future. 

If the judgment of the speculator is correct, his operations tend to 
steady prices and to prevent violent fluctuations. In this respect he 
renders a valuable economic service, and the community benefits as 
a whole. Violent fluctuations in prices are generally harmful, for 
although they may provide the few' w r ith great opportunities, they 
bring loss and possible ruin to the many. And, what is even more 
important, they create an atmosphere of uncertainty that is a most 
serious obstacle to sound and progressive trading. 

On the other hand, the operations of the unskilled dealer, or of the 
pure gambler who operates in ignorance and without care, are socially 
harmful, inasmuch as they accentuate changes in prices and may 
originate violent fluctuations. But the fact that a dealer is likely to lose 
considerably if his judgment proves wrong is in itself a deterrent, and 
results eventually in the elimination of the unskilful operator, with 
beneficial effects on the efficiency of the market as a whole. 

Thus speculators rarely succeed unless they are thoroughly con¬ 
versant with production and also with consumption. Their specialized 
information is therefore of great assistance to producers. It makes 
possible a steadiness of production and of employment, and tends to 
co-ordinate the supply of goods and the demand for them. Such 
organized markets in various countries permit also of a more economic 
distribution of necessary commodities between the various nations. 
Scarcity in one place is unlikely to appear if generous supplies are 
available elsewhere. For the professional speculator not only buys 
when prices are relatively low and sells when prices are relatively high, 
but he also buys where prices are relatively low in order to sell where 
prices are relatively high, thus tending to eliminate differences in price 
as between one place and another. Speculation is a struggle of intelli¬ 
gence against chance, and, in so far as the speculator minimizes the 
uncertainty that always exists in regard to the prices and supplies of 
necessary commodities, he performs a valuable service to his 
fellow-men. 


Dealings in Futures 

In this and other countries speculation is centred chiefly on the 
stock markets and in the produce exchanges. Separate produce 
exchanges exist in respect of certain important commodities, and they 
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make available the most accurate information it is possible to obtain 
concerning prices, supplies, demand and the many influences that may 
affect the market. The organization is exceedingly specialized and 
highly technical. The arrangements are such that, by various systems 
of dealing, the chief of which is that of futures , producers are enabled 
to relieve themselves of much of the risk of market fluctuations. Such 
risks are not only transferred ; to some extent they are eliminated by 
the off-setting of risks in one direction by risks in another. I his is 
effected by hedging contracts, arrangements under which any losses or 
gains made in one direction are counterbalanced by gains or losses 
that automatically arise in another. Such transactions are not gambling, 
but are in the nature of insurance. The manufacturer who purchases 
raw materials covers himself so that he neither loses nor gains by a 
change in prices. By being thus absolved from the risks of fluctuating 
prices, he can concentrate on his main work. The risks fall on the 
shoulders of dealers who specialize in the forecasting of demand and 
supply, and, by their expert information, are able to smooth out price 

fluctuations. 

The dealers do not touch the raw material, but transact business 
with “ vouchers ” which promise delivery of certain specified qualities 
and quantities of the raw material at a fixed future date. The vouchers 
are bought and sold by the operators, according to their anticipation 
and estimate of the probable course of market conditions. They have 
no intention of making or of accepting delivery ; but delivery must, of 
course, be made and accepted by the ultimate contracting parties. 
All disputes are settled expeditiously by arbitration. 

The produce exchanges are modelled on the basis of the stock 
markets, and transactions thereon are settled by the mechanism of 
clearing houses. The work of the dealers is essentially speculative ; 
their function is to make a profit out of their estimation of the future, 
and in so far as they act only on expert judgment their services are of 
great utility to producer and consumer alike. On the other hand, the 
extreme sensitiveness of the markets and the extensive character of the 
operations make possible the harmful results of artificial price 
movements and of monopolistic control of the market in a particular 
commodity. 

To be suitable for dealings in “ futures,” a commodity should 
satisfy four conditions : (a) it must be capable of being accurately 

measured, i.e., the unit of measurement must be certain ; ( b ) it must 
be susceptible to accurate grading, so that dealings can be effected by 
sample or description (as in the case of wheat and cotton), without the 
necessity for inspecting the bulk ; (c) it must be in large demand : 
the wider the demand for a commodity, the more suitable it is for 
“ futures ” ; ( d ) fairly considerable fluctuations in demand must be 
possible, i.e., supply should not be capable of immediate adjustment 
to demand, for if speedy adjustment were possible, the chance of profit 
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by dealers would be small. Natural products of the soil are, therefore, 
eminently suitable for “ futures.” 

Bulk Buying 

During the Second World War, free operations on British produce 
markets were completely suspended. All the food and most raw 
materials brought into the country were purchased in bulk by the 
Government, and were allocated to distributors and manufacturers 
according to an intricate system of quotas and priorities which had as 
its objective the successful conclusion of the war. In this way, the 
limited imports, restricted to the amounts needed either to keep 
people alive and reasonably healthy, or to support the war industries, 
were distributed and used to the greatest advantage. 

Further, Britain, deprived of credits in foreign countries as a result 
of the great decrease in her overseas investments and her visible and 
invisible exports (such as shipping and financial earnings), had to face 
the serious problem of paying her foreign creditors for vast purchases 
of food, raw materials and munitions. She was able to maintain her 
essential imports only by resort to lease-lend arrangements (as between 
herself and the U.S.A.), by loans from other countries (mainly the 
Dominions), and by temporarily preventing the transfer abroad of 
funds due to other countries (e.g., Argentine and India) for imports and 
services, thus giving rise to “ blocked sterling balances ” belonging to 
them but not readily withdrawable. (See Chapter 29.) 

Because of the absence of foreign balances and the strict exchange 
control, private dealers were not in a position to buy abroad because 
they could not reimburse the exporters of the foreign goods they 
wanted, even if they could have obtained shipping space, which was 
not possible because all shipping operated under Government charter 

and control. 

Bulk buying was an essential wartime measure and an integral part 
of the Government’s policy of price stabilization, but it has not been 
completely abandoned since the war ended and is apparently to remain 
as a long-term policy in the cotton market. There the “ futures 
market has been superseded by the operations of the Raw Cotton 
Commission, which buys cotton in bulk on world markets, carries any 
risks involved in cotton purchases, and sells to industrial consumers 
at fixed prices. In this way, the risks of international fluctuations in 
cotton prices are borne by the taxpayer and the pre-war system o 

hedging and forward transactions no longer operates. 

The advantages of bulk buying are that it gives the Government 
full control over internal prices for the raw material and over its 
allocation to industry, and that it assists Government control oi the 
foreign exchanges. On the other hand, Government bulk buying 
cannot eliminate international fluctuations in the price of the com 
modity, and it has the disadvantage that one sole authority is the n 
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bearer and decision maker. Moreover, free markets (particularly in 
a country so dependent on foreign trade as Great Britain) are 
advantageous because they make possible the development of world 
connections, entrepot trade and invisible exports. 


Insurance 

Insurance is the principle whereby compensation for losses from 
calculable risks is provided out of a pool to which contributions in the 
form of premiums are made by those parties exposed to the particular 
hazards. The individual premium thus depends on the degree of risk 
and the numbers who insure against that risk. As very many people 
insure against * loss by fire, fire insurance companies can without 
difficulty pay for losses out of the fund provided by the many premiums 
received. These losses would be catastrophic if borne solely by the 
individuals or firms sustaining them, but, by the principle ol insurance, 
they are shared in small proportions not only by those who suffer 
them, but also by the numerous insured persons in the community 
who keep on paying premiums but never suffer losses. Actuarial 
science, based on the accurate records of past years, enables the insur¬ 
ance companies to estimate probable losses and to ascertain what 
amounts should be set aside each year to provide against the 

contingencies insured. 

It is probably true to say that without insurance, business could 
scarcely have reached its present enormous proportions. The risks 
attendant on most enterprises in present-day communities are too 
enormous to be borne entirely by the entrepreneur ; he cannot be 
expected to shoulder the whole responsibility for fire and accident, 
floods and burglary, sickness and injury of his workmen, and for losses 
of goods in transit on sea and on land. The risks of initiating production 
and in anticipating demand are in themselves a sufficient burden for 
the producer, and the security which insurance offers in other directions 
enables him to plan and organize with some degree of security against 
unforeseen contingencies. His faculties and energies are thus un¬ 
hampered by uncertainty and unwillingness to undertake further risk, 
whilst the community at large benefits from his greater freedom of 
enterprise. 

It is not possible to insure against all risks. Insurance companies 
insure only when the probability of a hazard occurring can be made the 
subject of calculation based on knowledge, experience and past statistics. 
They will not, for instance, insure against the risk of a change in 
consumers* demand. 

The range of risks covered by insurance tends continually to 
increase. It includes Industrial Injuries Insurance , which relieves 
an employer from liability in respect of accidents that befall his work¬ 
men ; Loss of Profits Insurance , which affords protection against loss 
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of profits as a result of the disruption of business because of fire, 
flood or other catastrophe ; Fidelity Guarantee Insurance , which 
protects the employer against loss through embezzlement, etc., by 
employees ; Marine Insurance , which affords protection against loss or 
damage to shipping or cargo as a result of accident or peril on the 
seas ; and Social Insurance , which protects the worker against unem¬ 
ployment, sickness, ill-health and poverty in old age, and safeguards 
the family in the event of the death of the wage earner. 

The basic object of social insurance is to raise the general standard 
of the population, economically, physically, morally, and intellectually, 
and to prevent a man from becoming a burden to society by removing 
insecurity—whether due to unemployment, sickness, accident, death 
or old age—which is undesirable from an economic as well as a 
humanitarian point of view. Insecurity destroys initiative and inde¬ 
pendence, and, if it involves unemployment, creates opposition to the 
introduction of new and better methods of production. 

In 1946, responsibility for workmen’s compensation insurance in 
Britain was assumed by the State, which administers for the purpose 
a self-supporting fund built up by contributions from all employers 
and employees. The comprehensive national insurance scheme of the 
same year provided a wide range of social insurance for practically 
everyone in the country, regardless of age, sex or income ; and this, 
combined with the provision of a national medical and dental service, 
the payment of family allowances, and the provision of pensions for 
the aged, should not only ensure social security for the masses, but also 
raise the standard of physical and material well-being throughout the 
community. 


CHAPTER 13 


SUPPLY AND DEMAND ; DETERMINATION OF 

PRICE AND VALUE 

Originally exchange consisted in the transfer of one commodity in 
return for another. 'Phis system, known as barter , still persists in some 
primitive communities, but in all highly-organized communities its 
inconveniences have given rise to the intervention of a third com¬ 
modity—money—in terms of which the value of all other commodities 
can be easily expressed and instantly determined. Value so expressed 
in terms of money is called price ; price therefore is one aspect of value— 
it is value in terms of the particular thing chosen as money. Our 
present object is to investigate how the prices of commodities are 
determined in the modern price-system. 


Demand and Supply 

The only tangible measure of a man’s desire for anything is the 
price he is willing to pay for it. Thus we say that demand for goods is 
desire for those goods backed by purchasing power and willingness to 
use that purchasing power ; in other words, effective demand is 
measured by price. 

The supply of goods at any moment is the quantity offered for sale 
on the market at that particular moment. It is to be distinguished 
from the stock of any commodity, for supply is only that portion of the 
stock which is offered for sale. In the case of perishable articles stock 
and supply tend to coincide, for such articles cannot be kept back from 
the market except for a comparatively short period. On the other 
hand, the supply of commodities of a lasting nature, such as metals 
and precious stones, is usually but a small proportion of the total 
amount available. 

'The terms elasticity and inelasticity already applied to demand 
(see ante , page 30) are applicable also to supply. The supply of an 
article may be described as elastic when it tends to change very readily 
with a slight movement in price, and it may be termed inelastic when 
changes in price do not quickly affect the amount offered. Elasticity of 
supply clearly implies the existence of a stock, or of a potential supply 
in the form of the means of increasing the production of the article 
concerned within a short period. Conversely, inelasticity of supply 
implies the absence of a stock, or its withholding from the market, 
andalsothe inability of producers to increase output within a short period. 
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The supply of spoons can be readily adjusted, but the supply of 
ocean-going liners can be increased only over a long period. 

Interaction of Supply and Demand 

Price is determined by the forces of supply and demand. It is the 
point of equilibrium reached by competition between buyers and 
buyers and between sellers and sellers. Buyers wish to purchase at the 
lowest price, while sellers seek to obtain the highest price. The result 
is that if one seller were to offer an article at a lower price than that at 
which other sellers were offering an identical article, all buyers would 
tend to purchase from him, until other sellers, seeing little chance of 
getting rid of their goods, would also reduce their prices in order to 
sell their goods. Similarly, if one buyer bid a higher price for an article 
than other buyers were bidding, all sellers would sell to him, but then 
other buyers would raise their bids in order to get the goods 
needed. 

There is a limit, however, to the amount each seller and buyer in 
the market will sell and buy at a given price. Sellers will sell less 
goods at a lower price, holding back part of their stocks in hope of a 
iise ; buyers, on the other hand, will buy less at a higher price, in 
accordance with the Law of Diminishing Marginal Utility. A schedule 
can be drawn up for buyers showing the amounts they buy at various 
prices, and this demand schedule , plotted as a graph, constitutes the 
demand curve , D in the diagram opposite. A supply curve , S in the 
diagram, can be drawn up to represent the supply schedule. As a result 
of market higgling, i.e., competition between buyers and buyers and 
between sellers and sellers, a price will be reached at which the amount 
buyers as a whole are willing to buy is equal to the amount which sellers 
as a whole are willing to sell. This is the price that will rule in the 
market at any given moment; this is market price. 

Market Price 

In general, market price falls as the amount offered increases 
relative to the demand ; and market price rises as the amount demanded 
increases relative to the supply. Alternatively, we may say that, in 
accordance with the Law of Demand, rising prices tend to reduce 
demand, while falling prices tend to increase it ; and, in accordance 
with the Law of Supply, rising prices tend to increase supply while 
falling prices tend to reduce it. 

At any moment the price will be that which buyers will pay for 
a certain quantity of the commodity and which sellers will accept for 
the same quantity. Any price above or below means a disparity 
between the demand and the supply ; i.e., there is no equilibrium. 
This may perhaps sound unnecessarily confusing, but it becomes clear 
when we consider a hypothetical example. Let us assume that buyers 
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in the aggregate are willing to purchase 1000 motor cars at a price of 
£500 each, or 1200 when the price is £350, but that if the price is £700 
they will buy 800 only. Sellers on the other hand will supply, say, 
350 cars when the price is £350, 1000 when the price is £500, and 
1400 when the price is £700. The price at which the amount demanded 
and the amount supplied coincide is therefore £500, at which 1000 cars 
are demanded and 1000 are supplied. I his is the market price. 

The hypothetical demand and supply schedules for cars may 

appear as follows :— 


Demand. 

Price. 

£ 

Supply. 

600 

1,000 

1,700 

650 

900 

1,650 

750 

800 

1,550 

800 

700 

1,400 

900 

600 

1,200 

1,000 

500 

1,000 

1,100 

400 

600 

1,200 

350 

350 

1,500 

250 

0 


x 



*S= Supply curve showing the tendency of rising prices to increase supply and 
falling prices to reduce it. 

D = Demand curve showing the tendency of rising prices to reduce demand and 
falling prices to increase it. 

P= Point of equilibrium showing the determination of price at the intersection of 

the supply and demand curves, where the amount demanded is equal to the amount 
■upplied. 
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It is clear that equilibrium cannot be reached at any price other 
than £500. At a price of £400, 1100 cars would be demanded and only 
600 supplied ; competition between buyers would then force up price. 
At a price of £600, 900 cars would be demanded and 1200 supplied ; 
competition between sellers would then force down the price. 

If at the price ruling, there is a change in the conditions of demand 
(e.g., a general rise in incomes), then a new demand curve, D', must 
be plotted in which the amounts demanded at various prices are 
greater than those demanded at the same prices under the former 
conditions. The new demand curve will be parallel to the old demand 
curve, but to the right of it. If the conditions of supply remain constant, 
the equilibrium price will be higher than before. But if the conditions 
of supply change for any reason, a new supply curve, S', must be 
drawn to arrive at the new equilibrium price. 

It is now possible to explain the wrong conclusion implied in the 
statement that “ as demand increases, price rises ; as price rises, 
supply increases ; but as supply increases price falls.” Each of these 
three propositions is true, but the statement as a whole must lead to 
the conclusion that there cannot be a permanent rise in price. Such 
a conclusion is fallacious and the fallacy can be explained by reference 
to the diagram, which shows that a permanent change in price is 
possible if conditions of demand change while conditions of supply 
remain unchanged, or if conditions of demand change less or more 
than in proportion to changes in supply. On the other hand, an 
increase in supply that brings about a fall in prices must be due to a 
change in conditions of supply, e.g., a new invention that allows 
producers to offer a greater supply than before at any given price. 

Market price, then, is the price ruling in the market at any moment, 
and represents an equilibrium point between demand and supply. 
This price may, of course, vary from day to day according to changes 
in demand and supply. At one time demand may be low because of 
the absence or inactivity of purchasers ; at another time supply may 
be considerably in excess of demand by reason of the arrival of plentiful 
supplies from elsewhere. Under such conditions the market price will 
fall by reason of the competition of sellers. Conversely, it will rise if 
demand is in excess of supply at any particular time. 


COSTS UNDER PERFECT COMPETITION 

In this explanation we have assumed the existence of perfect com¬ 
petition between buyers and between sellers, and we have seen that a 
perfect market exists when only one price can prevail at a given moment. 
It follows that no individual buyer can influence the price by buying 
a little more or a little less. The corollary on the supply side is that no 
individual producer can at any moment influence the price at which 
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his product is sold by varying his output. If he could, each seller 
would be selling in a more or less separate market in which price would 
rise or fall according as he decreased or increased his output. There 
would then be several different prices, and we could have no supply 
curve, which is intended to show the amount that will be offered for 
sale at different prices, just as the demand curve shows the amount 
that will be bought at different prices. 

Supply Curves 

The concept of a supply curve is more complicated than that of 
a demand curve. While it is generally true that the individual consumer 
cannot change market price by buying a little more or a little less, it is 
by no means as certain that the individual producer will not affect 
prices by varying his output. He may be producing a large proportion 
of the supply and may be able to affect price by withholding supplies 
from the market. Moreover, his product, whether it be a motor-car 
or a tin of cocoa, may not be identical with the motor-car or tin of 
cocoa supplied by another producer. But though these differences exist, 
one make of motor-car or of cocoa can generally be substituted for 
another if differences in quality or in price make themselves apparent. 
Consequently, no producer has a market entirely his own. 

In general, a considerable number of producers of the commodity 
sold are directly or indirectly in competition with one another and the 
output of each is only a small part of the total supply of the commodity. 
At any particular time, the decisions of all these producers result in 
a certain supply of the commodity being put on the market. It is 
obvious that their decisions cannot be examined singly. At this stage 
we are considering the general problems of supply and the influence 
of supply on price on the assumptions that there is perfect competition 
and that the same price obtains for all producers, so that we can draw 
a supply curve showing the total amount offered for sale at the prevailing 
price. 

At a later stage, we shall relax these assumptions when we consider 
conditions that render competition imperfect to a greater or less 
extent ; for example, a monopoly on the side of demand or of supply 
(but far more frequently on the side of supply) may result in a price 
that is lower or higher than the price would be under perfectly free 
competition. A monopoly does not prevent the operation of the laws 
of supply and demand ; it merely controls either supply or demand , and 
subject to this limitation the laws still operate, viz., a rise in price 
tends to increase supply and decrease demand, and a fall in price tends 
to increase demand and decrease supply. 

Analysis of the Cost of Production 

Just as on the demand side there is a point, the margin, at which 
the consumer stops buying, so there is a margin where the producer 
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stops increasing or sets a limit to his supply. To find this point we 
must analyse costs. 

Costs of production comprise all those charges which have to be 
incurred by a producer before his product can be sold. They are 
usually divisible into two broad groups: (1 ) Prime Costs ; and 
(2) Supplementary Costs. The former are those charges which vary 
directly as the output, and include such items as wages, raw materials, 
fuel, carriage and power. Such costs can be said to be represented 
directly in the commodity produced, and every increase in the quantity 
of the articles turned out generally involves a corresponding increase 
in prime cost. 


Supplementary costs, on the other hand, are those establishment 
charges incurred in connection with fixed capital that do not vary 
appreciably with changes in output. Examples are the rent of a factory, 
the rates paid thereon and on surrounding land, interest on debentures, 
management salaries, depreciation of machinery and premises, lighting, 
and fire insurance. These expenses will vary little whether the factory 
is working full time or not, and, generally speaking, they continue to 
be incurred whether goods are being turned out or not. But prime 
costs stop when the factory stops producing its goods. 

It is not always possible to determine accurately what proportion 
of supplementary costs to add to the prime costs of production of 
each single article, in order to determine its total cost of production. 
The selling price of every article must, nevertheless, be determined 
after making due allowance for a proportion of such expenses, and 
accordingly it is usual to add a certain percentage, known as overheads 
or oncost , to the prime costs of production of all goods, in order to 
form a basis for determining their selling prices. 


Obviously, the price received by a producer must remunerate him 
in the long run for his total cost, i.e., in respect of his prime and 
supplementary costs together with a normal profit, but in the short 
period the price received may be insufficient to cover all costs. Prime 
costs represent the minimum price below which producers will not 
usually or willingly sell, but they may do so for a time and, in the 
following circumstances, prices may fall to or even below prime 
costs :— 


1. When Trade is Depressed. —The producer may then adopt 
one of several courses. He may, of course, cease to produce 
altogether, close down his factory, discharge his workmen and 
sell his buildings and machinery for what they will bring. But such 
a course is unlikely. Ordinarily, market price does not remain long 
below cost of production, and, in any case, where machinery and 
buildings are specialized for a particular purpose (as is the case 
with cotton-spinning mills), their sale at a time of depression would 
realize a sum much below their replacement cost. If the producer 
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does not sell the plant and buildings he must meet certain estab¬ 
lishment charges whether he continues to produce or not. It may 
be to his advantage, therefore, to continue producing for a time as 
long as price covers, or nearly covers, prime cost. 

Producers cannot, however, indefinitely continue to sell at a 
price below cost of production, and, if price does not for some time 
cover total costs, including normal profit, some manufacturers will 
go out of business, supply will fall and price will rise again. 

2. When Fixed Capital is Specialized. —Some industries 
require a considerable outlay on plant, machinery and buildings 
before production can begin. The capital then becomes specialized 
and only with difficulty can it be converted to other uses Sometimes 
it so happens that capital is sunk in an enterprise which after a time 
offers no hope whatsoever of yielding an adequate return. 1 here is 
a misdirection of productive effort which may be due to error on 
the part of the employer or to a change in business conditions. 
In such circumstances the manufacturer may be content to carry 
on, rather than incur the heavy loss of selling his fixed capital, 
so long as he can just cover his total costs. Sometimes such a 
business may be continued for a time if prime cost only is covered, 
rather than be closed down at a complete loss in respect of much of 
the investment in fixed capital. 

3. When Products are Dumped Abroad. —It sometimes 
happens that a large organization which is supplying a home market 
cannot produce to the full extent necessary to enable it to reap all 
the advantages of increasing returns in large-scale production, 
because such production would so increase supplies as to send down 
prices. Accordingly output is increased, but the excess is “ dumped ” 
on foreign markets at a price just sufficient to cover prime cost, or 
even below prime cost. The manufacturer can thus maintain his 
price on the home market, although he has produced (in greater 
quantity) at less cost per unit; by such careful manipulation his 
profits may be greatly increased. 

4. In the Face of Foreign Competition. —The dumping of 
cheap goods referred to above may compel a producer in the 
country where the goods are dumped to sell below his total costs 
if he is to sell at all. Similar conditions may result from the normal 
import of goods, or the extraordinary import of commodities in 
payment of war indemnities or of reparations, as happened after 
the First World War, when Germany unloaded vast quantities of 
goods at low prices in this and in other countries. If such condi¬ 
tions are temporary, the home producer may endeavour to keep 
going by selling below total costs in the hope of eventually coming 
into his own, but he cannot do so indefinitely, and, if the foreign 
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competition is persistent, he may eventually be driven out of 
business altogether unless he can adopt cheaper methods of 
production or manufacture other articles not subject to such 
competition. 

Average and Marginal Costs 

The Individual Firm. —Every firm aims at making as large a 
profit as possible and, in deciding what output to produce in order to 
maximize profits at any given moment, the individual producer is 
mainly concerned with prime costs—the costs that vary directly with 
output. Supplementary costs once incurred or contracted for, have 
to be met whatever the size of the output ; they do not enter into 
marginal cost , i.e., the cost of adding an additional unit of output to 
the total. It is marginal cost, therefore, that is taken into account in 
deciding what output shall be produced at any given moment. 

Under conditions of perfect competition, the individual producer 
will expand his output to the point where marginal cost is just equal 
to the price at which his product can be sold. While marginal cost is 
below this price, the producer can increase his income by expanding 
production, because by so doing he adds more to his total receipts 
than to his total costs. If marginal cost is above price, at least one 
unit of output is being produced at a loss, and output will be con¬ 
tracted. The point where marginal cost is equal to price , therefore , 
indicates the most profitable scale of production at any given moment . 

To find out how profitable the production of any given output is, 
we must look to average cost. Average cost per unit is obtained by 
adding together all costs, prime as well as supplementary, and dividing 
by total output. Total profit is the difference between total receipts 
and total costs, and profit per unit is the difference between price and 
average cost. 

As a general rule, marginal cost will fall over a considerable range 
of output as economies of large-scale production are brought into play. 
As we have seen, it is the extra amount of money which the firm has to 
pay in order to produce one more unit of output that constitutes marginal 
cost . While marginal cost is falling, average cost is falling too, but less 
rapidly, because the economies yielded by each succeeding unic 
produced have to be averaged over the whole of output in order to 
calculate average cost. After a certain point, however, the limits set 
by the initial capital outlay and by the problem of management will 
cause marginal costs to rise. As long as marginal cost is below average 
cost, average cost will continue to fall ; but when marginal cost has 
risen above average cost, average cost must also rise. When marginal 
cost and average cost are equal, i.e., when average cost has ceased to 
fall and has not yet started to rise, average cost is at its lowest. 

At this point, profit per unit is at its maximum. For the individual 
producer, of course, this point has no special significance ; he prefers 
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to reap a smaller profit per unit on a larger output, for as long as 
marginal cost is below price he adds more to his receipts than to his 
costs for each additional unit produced. 

The Industry. —Production is carried on for profit and it is the 
presence or absence of profit that makes the producer decide whether 
to remain in production or not. Profit, therefore, determines how 
many firms there shall be in the industry and the size of their joint 
output. 

Every firm in an industry tries to equate marginal cost and price. 
This need not, and does not, mean that they all find production equally 
profitable : for their average costs will be different and the margin 
between average cost and price will vary from firm to firm. Some firms 
operate with superior efficiency, and reap maximum benefits from the 
economies of large-scale production. Their average cost is kept well 
below price and they make high profits. Other firms are unable to 
cover average cost. They make losses consistently and sooner or later 
have to close down. 

In a third category are firms that only just manage to pay their 
way. They make profits in one year and losses in another ; on balance, 
they just manage to earn the minimum return on their invested capital 
and entrepreneurial ability to enable them to stay in production. These 
are the marginal firms ; their average cost is too high to enable them 
to make any profit above this minimum return, and just low enough 
to be covered by the price they obtain for their products. 

In other words, price just covers their prime cost plus supplementary 
costs, including certain items such as interest on capital invested, 
which have to be covered if the entrepreneur is not to withdraw and 
invest his money elsewhere. Items such as interest, being part of the 
opportunity cost of production (see page 159), have to be included in 
average cost over the period of time we are considering. 

For the marginal firm, therefore, average cost (including the 
minimum profit needed to induce it to stay in production) just equals 
price ; but as the marginal firm, like every other firm, will carry 
production to the point where marginal cost equals price, average cost 
and marginal cost are equal at the point of equilibrium. We have seen 
that average cost is at its lowest where it is equal to marginal cost ; 
hence, if they are both equal to price, any fall in price will mean that 
average cost is no longer covered, and the marginal firm will make a 
loss. If average cost persistently exceeds price, the marginal firm will 
have to close down, and its place at the margin will be taken by a more 
efficient firm. 

For the majority of firms in an industry, i.e., the intra-marginal 
firms, average cost is lower than price at the point of equilibrium, i.e., 
where marginal cost equals price. The actual profit they make, 
measured by the difference between price and average cost, depends 
on their efficiency. Better management or better initial equipment 
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enables a firm to add a smaller proportion of supplementary costs to 
the price of each unit; large-scale production enables supplementary 
costs to be spread over a greater volume of output and, in turn, brings 
further economies. A fall in price, therefore, does not mean that these 
firms will make losses, although it will mean that some of the intra¬ 
marginal firms move to the margin where average cost equals price. 

Under perfect competition, as we have seen, price is not perceptibly 
affected by the action of the individual producer. Each firm, therefore, 
takes the price of the product as given ; and it must also take the prices 
of the factors of production it employs as given. But the combined 
demand for factors of production from all the firms in an industry has 
an influence on the price at which the factors can be hired. 

The foregoing analysis assumes a period of time of medium 
length , i.e., a period in which production can be increased or decreased 
to a slight extent in response to changes in demand. It assumes, also, 
that the size of the labour force can be varied ; that the managerial 
system can be re-organized, and that equipment and plant falling due 
for renewal can be replaced by more modern and efficient appliances. 

Different considerations apply when we vary the length of the 
period. Although in practice a whole series of different periods have 
to be considered, we may, for our present purpose, consider three 
periods, viz., the very short period, the short period, and the long 
period. 


Costs in the Short Period 

In the very short period the influence of supply on price is much 
less important than that of demand. In the space of a day, or a week or 
so, the supply of most things is practically fixed ; and the price 
depends largely on demand. This is the position in the case of perish¬ 
able goods (of which stocks cannot be kept); or rare goods (the supply 
of which is fixed absolutely); and of certain crops (the supply of 
which cannot be increased until the following season). 

Costs of production do, however, exercise an effect in so far as the 
whole supply need not necessarily be sold at a price that falls very 
much below those costs. For instance, a fisherman anticipating or 
faced with a fall in demand may decide to destroy part of his catch in 
the hope that, as a result, some buyers will not be able to obtain t e 
fish they want and will, therefore, be prepared to pay a higher price 
for the next catch. Most sellers, even of perishable goods, are more 
favourably placed and have a reserve price below which they will not 
sell; in fact, it may happen that, below that price, sellers become 
competing buyers for the products on offer. The owner of a lucerne 
crop, for instance, may prefer to plough it back into the lan as 
fertilizer (in effect, to buy it himself as consumer from himselr as 
producer), rather than to sell it at a very low price. 
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Sellers of durable goods can take even greater advantage of a 
sudden increase in the demand for their products, or they can withhold 
supplies if prices suddenly fall. Even with such goods, however, 
influences from the side of demand still predominate in the short 
period, in the sense that conditions of demand are much more subject 
to change than the conditions under which most commodities are 
supplied. Supply, however, can be expanded or contracted in response 
to changes in demand ; and supply as well as demand, therefore, 
influences price. 

In the very short period, an increase in the demand for a com¬ 
modity reacts directly on its price. If we take a slightly longer period, 
the higher price begins to call forth a greater supply. Output and sales 
both rise ; but the effect on price depends r n the extent to which the 
supply can be increased, i.e., on the elasticity of supply. 

If there is considerable unused capacity in the industry, supply can 
usually be expanded rapidly ; and, if increased supply can be pro¬ 
duced at a lower cost (i.e., if the marginal curve for the industry falls), 
the price may be even lower than before. But, with the existing 
capacity of the industry, it may not be possible to expand supply very 
much before costs begin to rise, too. This is a more usual case, because 
competition between firms for the factors of production, higher rates 
of overtime, and overworking of plant soon force up marginal costs. 

The case of a reduction in demand is more complicated. Prices 

will fall, but several influences may operate to prevent a corresponding 

contraction of supply. Several firms, including those at the margin 

which were only just able to cover costs before, now make losses. But 

the mere fact of making a loss does not cause these firms to close down 

immediately. The shutting down of a firm and the sale or scrapping 

of plant take time and certain overhead costs have still to be met. 

Output, of course, is reduced ; for, while the size of output at any 

moment is independent of fixed costs, it usually depends on the extent 

to which prime costs can be covered by price. As we have already 

seen, only prime costs enter into marginal cost, and, even when no 

net profit is being made, receipts are still at the maximum when 

marginal cost is equal to price at the lower level. Even where price 

does not cover prime costs, firms may still be prepared to continue 

production provided they have reserves to draw on, or can raise loans 

fairly easily, and have optimistic expectations regarding the future. 

But no firm can produce under these conditions for an indefinite 

length of time ; and if its optimism proves unfounded it must 
ultimately close down. 

The intra-marginal firms, which were making profits before the 
fall in price, are not faced with the prospect of having to close down. 
As price exceeded their average costs before price fell, such costs may 
still be covered when price falls. Such firms merely contract production 
to the point where marginal costs are once again covered by the reduced 
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price. Even so, various considerations (e.g., the unwillingness of 
firms to dismiss valuable workmen, or to lose ground to competitors) 
limit the extent to which output will be contracted. These influences, 
together with the fact that other firms continue in production at a loss, 
and even at a loss in relation to prime costs, may delay the adjustment 
of supply to a fall in price, and keep price below what it would be if 
supply could be more easily contracted, i.e., if supply were more 
elastic. 

On the other hand, reduced competition for the factors of production 
(especially after some firms have already been forced to close down), 
lower administration costs and the fact that certain fixed charges or 
some plant need not be renewed, may cause marginal cost in the 
industry to fall with output. 


Costs in the Long Period 

The longer the period under consideration, the more can costs be 
reduced by reducing supply ; for the longer the period the greater 
the number of costs which, though they cannot be avoided in the 
short run, can be treated over time as avoidable or prime costs. Over 
a period of time, supply thus becomes increasingly elastic and the 
effect on price depends on the extent to which the supply is decreased. 

The relation between supply and costs in the long period differs 
from that in shorter periods mainly because the distinction between 
prime and supplementary costs no longer holds good. In the long 
period, all costs are prime in the sense that they can all be regarded as 
having been incurred specially for the output actually produced. 
Given a long enough period, capital equipment, internal organization 
and methods of production can be varied to any extent desired. 

When capacity has more or less to be taken as given, i.e., in the 
short period, the difficulty of reducing costs (in response to a fall in 
demand) or of keeping them low (in response to an increase in demand) 
is the main obstacle to the elasticity of supply. But in the long period 
the possibility of altering the cost structure makes supply much more 

elastic. 

In the long run, the influence of costs on supply and on price-- 
makes itself felt in several ways. New methods of production, or t e 
possibility of installing expensive machinery which previously cou 
not be profitably used, may affect costs at the margin, and make pro t- 
able the production of an output whose marginal cost former y 
exceeded price. Existing firms, therefore, increase their output an 
if profits remain higher than elsewhere—new firms enter the industry. 

In consequence of the increased supply, prices fall. 

Conversely, if costs show a tendency to rise because there are no 
more economies of scale to be reaped, or because factors of production 
are fully employed and can be attracted only at higher prices, supp y 
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will be contracted at the margin. This also applies to cases where 
output has been carried to excess so that price falls below the average 
cost of the marginal firms. Firms then cease to produce units whose 
costs are no longer covered by price, and some firms go out of pro¬ 
duction. The consequent reduction in output causes prices to rise 
again. 

There is also a tendency for firms to leave an industry during a 
period of falling costs. These are the firms which have not benefited 
by installing new methods of production, and which are forced out 
because, when output increases and price falls, the lower price no 
longer covers their costs of production. In this case, as in the case of 
rising costs, the more efficient firms tend to supply the entire market. 

Over a period long enough to include alternating tendencies 
towards rising and falling costs, the costs of the more efficient or 
adaptable firms are, therefore, the main determinant of the elasticity 
of supply. But however many firms are forced out, there are always 
marginal firms in the industry, i.e., fiims which, over a period of, say, 
ten years, just manage to pay their way. In the long period, price 
tends to equal the average cost of these firms, because their contribution 
to supply is necessary to satisfy the total demand. The intra-marginal 
firms, while producing up to the point where marginal cost equals 
price, are able to reduce their average cost in proportion to the 
efficiency with which they are operated. 

In practice, true long-period equilibrium is never attained. 
Conditions of demand change continually and affect prices before 
production has been fully adjusted to the state of demand that induced 
the adjustments. In addition, new inventions and additions to technical 
knowledge change the conditions of supply and affect prices before 
production has been fully adapted to existing conditions. True long- 
period equilibrium in which supply is the main determinant of price 
is thus only a tendency that is never completely realized. But such 
tendencies are always at work and have therefore to be studied. 


Normal Price 

Although, in the short period, price may vary considerably, we can 
nevertheless discern a fairly constant tendency in the prices of most 
articles—whether they remain at the same level, or rise or fall gradually. 

This long-period or normal price is the one to which the short- 
period or market price tends to return, although it may diverge from 
it for varying periods of time. Other things being equal, normal price 
imder perfect competition tends to equal the average cost of the marginal 

But as we saw on page 147—the margin is never static. There is 
always a tendency for the more efficient firms to lower costs and 
increase output, thus forcing out the marginal firms, with the result 
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that the firms producing at lower costs than those forced out in turn 
become the marginal firms. If market price exceeds the cost of pro¬ 
duction of the marginal firm, profits are above normal, new firms enter 
the industry and existing firms produce more. This increases supply 
and so causes market price to fall again. Conversely, if market price 
falls below the cost of production of the marginal firm, profits are 
below normal ; production is curtailed ; some manufacturers cease to 
produce and others work short time. Supply is reduced and eventually 
prices rise again. 

The more readily the supply of an article can be increased or 
diminished, the more closely does market price conform to normal 
price. If a long period must elapse before an increased demand can 
react on supply, then for this length of time market price must be 
considerably above costs of production, i.e., above normal price. But 
if supply can be quickly increased, as in the case of such articles as 
kitchen utensils, market price approximates closely to-normal price. 

COSTS UNDER IMPERFECT COMPETITION 

In the preceding analysis we assumed that perfect competition 
exists, i.e., that no firm can exercise an appreciable influence on the 
price obtainable for its product by varying its output. This is not 
generally the case ; in practice, competition is usually imperfect. 



perfect Competition 

Competition may not be perfect 


for a number of reasons, 


inter 


alia :— 

(1) Even when there are many firms in an industry, and there is 
no question of monopoly, there may be a kind of consumer attachment 
or semi-private market for the product of each firm. The market tor 
Horlicks Malted Milk is not identical with the market for Ovaltine, 
and a small fall in the price of Horlicks will not necessarily m uce 
a wholesale switch-over from Ovaltine although some consumers may 
substitute the one for the other. If, therefore, the production ot 
Horlicks is greatly increased, the whole output may have to be sold ar 
a reduced price, and this price will apply even to consumers who would 
be prepared to pay a higher price in order to obtain their Horlicks. 

(2) Buyers are lethargic and differ widely in their tastes. 
capable of substitution for one another are not always available 
side-by-side and the consumer may not know of the substitutes. Ulten, 
too, consumers go on buying products to which they are accustome 

in which they have trust, even if similar products can be had mor 

cheaply. 

(3) Costs of transport, of delivery, and of advertising may ave 
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to be increased more than in proportion if the producer decides to 
increase his output. His products have to be brought to the notice of 
consumers who are used to buying something else, and may have to 
be delivered over greater distances. 

As a result of these factors, neither products nor consumers are 
identical, and the producer cannot assume that his output does not 
affect price. Suppose, for example, that he manufactures bicycles and 
is selling a thousand a week at £10 each. He may find that, in order to 
increase his sales to 1100 a week, he has to reduce the price to £9 10s. 
each. The increase in his total receipts will not be 100 times £9 10s., 
but 100 times £9 10s. less 1000 times 10s., because he has to forgo 10s. on 
each of the first 1000 cycles sold. 

The addition to his receipts is thus only £450, though the extra 
100 bicycles sell at £950. He will, therefore, increase production to 
1100 units only if the extra 100 can be produced at a cost of less 
than £450. 

We can express this more generally by saying that, under imperfect 
competition, the producer tries to equalize marginal cost and marginal 
revenue. Marginal revenue is the addition to total receipts from output 
by the addition of one unit and , under imperfect competition , this will be 
less than total price by the extent of the reduction in the price of all 
previous units sold. In other words, under imperfect competition, 
a firm expands output only so long as the increase in total costs is 
less than the increase in total revenue derived from the increase in 
output. 


Limit to Expansion 

We have seen that the more efficient firms tend to expand. What, 
then, is to stop an efficient firm from absorbing the whole market ? 
If the possibility of continuously decreasing costs does exist, there 
seems to be no reason why the expansion of one firm should ever 
stop. In fact, under perfect competition, no equilibrium could be 
reached in these circumstances ; for, if successive increases in output 
by a given firm progressively reduce costs but not prices, the firm 
would increase output continuously. 

Competition, however, is seldom perfect in the sense that an 
increase in output by any one firm will not affect price. This may be 
true in a slight degree when there are a number of competing firms in 
the same industry, and when the average firm is comparatively small. 
But when a firm is very large, and produces a large part of the total 
supply, it can, after a certain point, increase the market for its products 
only by charging a lower price. The fact that price falls as the supply 
increases sets a limit to expansion. 

There is also the factor of increasing cost; there is a limit to 
administrative ability and to the amount of capital that can be invested 

F 
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in any one firm without diverting capital and labour from other 
industries where they may be equally usefully employed. 

Every producer will, therefore, equate marginal cost to marginal 
revenue and not to price, and this is the case whether competition is 
perfect or imperfect. Perfect competition provides us merely with a 
special application of this principle. When competition is perfect, 
the individual producer has to take price as given ; for him, the price 
he obtains for his marginal unit is the same as the price he obtains 
for any unit. 7 he price he obtains for the marginal unit represents 
the difference in his total receipts as a result of producing that 
unit, i.e., it equals marginal revenue. 

When competition is perfect, the individual producer cannot hope 
to increase his marginal revenue by producing less. If he did that, 
other producers would produce more, for—under perfect competi¬ 
tion—there is always a profit to be made while marginal cost is lower 
than price. 

When competition becomes imperfect—which -happens when one 
producer supplies a large part of the total market, or has a more or less 
private market—the producer may stand to gain by restricting output 
and so increasing marginal revenue. But he can do so only if there 
are no close substitutes for his product or if entry into that industry is 
not free. 


Benefits of Perfect Competition 

In practice, imperfect competition is more usual than perfect 
competition, and its existence prevents the operation of several of 
the tendencies that lead to the best possible distribution of resources. 

Under perfect competition, factors of production receive the full 
value of their marginal product, since a firm can add to its receipts 
by employing an extra unit of a factor as long as its cost is covered by 
the price of the resulting increase of output. It follows that factors of 
production are distributed among various uses in the way that corres¬ 
ponds most fully to effective demand. The quantities of each 
commodity actually produced depend on effective demand, and, when 
resources are fully employed, more of one commodity cannot be 
produced without reducing production of another. 

When competition is imperfect, the producer adds less to his 
receipts by employing an extra unit of a factor of production than the 
price at which the resulting increase in output is sold. The reward to 
any factor need not be lower in an industry where imperfect com¬ 
petition exists than in others ; but its reward will be less than it would 
have been if the marginal unit of that factor were receiving the full 
value of its product. While such factors are not receiving the full 
value of their marginal output, factors of production as a whole will 
not be distributed among various uses in the way that corresponds most 
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fully to effective demand ; the assortment of goods and services 
produced will not be that which consumers want most. 

Some factors could increase the value of their marginal output by 
entering fields of production from which they are debarred by the 
existence of imperfect competition. Even if all factors were fully 
employed, there would be a gain in productivity by diverting factors 
ol production from industries where they are adding no more than the 
value of their marginal product, to imperfectly competitive ones where 
an extension of production would add products whose value is greater 
than the cost of producing them. 

Another advantage of perfect competition—that of eliminating the 
high-cost firm—need not necessarily be absent under imperfect com¬ 
petition. It by no means follows that under imperfect competition 
costs of production will be higher than where competition is perfect ; 
considerable economies may be gained by supplying the whole market 
from fewer plants, while the possibility of substitution will tend to 
drive out of business those firms whose production costs are relatively 
high. But where competition is imperfect, there is no automatic 
tendency for the high-cost firms to be eliminated. Under pertect 
competition, the more efficient firms reduce costs by vaiying equipment 
and increasing output. This depresses prices and forces out the 
high-cost firms unless they, too, reduce costs. 

Finally, the fact that price tends to exceed marginal cost under 
.conditions of imperfect competition may mean that price is above 
competitive level. Again, this does not necessarily follow, for costs 
may be so low that prices, too, can be at least as low as they would be 
when competition is free. But unless this is the case, there is scope 
for a producer, under conditions of imperfect competition, either to 
contract output below the competitive level, or, if demand is inelastic, 
to produce the same output and sell it at a higher price. 

Goods the Supply of which Cannot be Increased 

In the case of those things the stock of which is fixed, such as a 

painting by Rembrandt or a Grecian sculpture, the influence of 

demand on price is all-important for both short and long periods. The 

supply cannot be varied and it has, therefore, no influence on price. 

Rare postage stamps also depend for their value on their scarcity and 

the fact that they cannot be reproduced. Their supply is limited and 

their stock is permanently fixed. Demand, however, is not fixed ; 

it may vary considerably from time to time and has the major influence 
on price. 

Goods the Production of which Requires Time 

Midway between those things the supply of which readily reacts 
to demand and those the supply of which cannot be increased, no 
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matter how much demand increases, are those commodities the supply 
of which cannot be said to respond immediately to an increased 
demand although their supply can eventually be increased. An example 
of this class is cowhide, the supply of which cannot be increased for an 
appreciably long time. If there were a sudden substantial increase in 
the demand for cowhide for upholstery, its price would immediately 
rise, for any great extension of supply could not be arranged for some 
time. Of course, if the price of the leather was high enough to justify 
the possible sacrifice of the meat or its sale at a low price, more cattle 
could be slaughtered, but the further supply of cattle, on which the 
supply ol cowhide eventually depends, could not be materially increased 
for a number of years. If the increase in demand persisted the price 
of cowhide would remain high until supply could be increased to 
satisfy the increase in demand. For a certain length of time then, the 
price of cowhide would resemble the price of things permanently fixed 
in quantity, such as a picture by Rembrandt or a rare postage stamp, 
and would vary as demand varied. 

Products Requiring Large Fixed Capital 

Frequently the inability of the supply of a commodity to adjust 
itself to the demand is due to the fact that a large fixed capital is 
necessary for its production, so that increased supplies cannot be 
obtained until the necessary additional capital has been diverted to 
the industry and the requisite appliances put into full working order. 
Examples are cotton yarn and woollen cloth. 

In such cases the effect of an increased demand would be to send 
up market price, but supply could not be increased in proportion for 
some time. In the first place, no one will sink capital in the building 
of spinning or weaving mills unless he is reasonably assured that the 
demand will be maintained. Possibly, therefore, the price might 
remain high for a considerable time. Existing mills would, of course, 
endeavour to produce to greater capacity, but this might not be enough 
to satisfy the increased demand, and for a time, at least, the market 
price would remain above the cost of production. 

But if the demand continued, more mills would be built, the supply 
of yam would be increased and its price would fall. Conversely, where 
the amount of fixed capital is large, the market price might remain for 
a time actually below the cost of production, because the mills would 
continue to run at a slight loss rather than close down altogether, with 
a consequent risk of much difficulty in restarting when conditions 
proved more favourable. 

Perishable or Seasonal Goods 

There are many perishable or seasonal commodities, the supply of 
which can quickly be increased to meet an increased demand, but the 
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supply of which cannot easily be reduced if the demand falls, because 
producers cannot hope to gain by withholding supplies in anticipation 
of a future rise in prices. For example, straw hats cannot easily be 
held over from the end of one season until the next summer, for not 
only do they represent locked-up capital and take up considerable 
storage accommodation, but their pristine freshness of appearance 
tends to disappear and their style to become unfashionable. The price 
of straw hats at the end of the season may therefore fall below cost of 
production. To compensate for this the price at the time when sales 
are easy must be sufficient to make good the loss to the producer at 
other periods, and in fact we find that the normal price of straw hats 
over a period of, say, three years, corresponds closely to their cost of 
production. 

Similar conditions prevail in regard to the prices of fish and fruit. 
The prices of such perishable commodities frequently vary considerably 
during the same week or even on the same day. A normal price can, 
however, be discerned which is just sufficient to reward the producer, 
otherwise his activities would cease. 


Summary of Conclusions : The Marginal Utility Theory 
of Value 

The conclusions that we have already reached may now be briefly 
summarized. We have seen that perfectly free competition rarely 
exists. Neither supply nor demand is easily controllable. Subject 
to modifications and to any conscious control of demand and/or supply, 
we may state that, other things being equal, a rise in price will cause an 
increase in supply and a decrease in demand, and, conversely, that a 
fall in price will increase demand and decrease supply. 

Value at any time is determined by the interaction of demand and 
supply. Demand is governed by the marginal utility of the commodity 
to consumers. Prices therefore measure utilities of the commodities 
available to the consumer. If the supply of any one commodity in¬ 
creases, a lower price will be necessary to enable the whole supply to 
be sold. At the price prevailing before supply increased, the consumer 
will have equated the marginal utilities to him of all his purchases, and 
he will, therefore, not purchase any more of the commodity which has 
now become more plentiful unless its price is lowered. Similarly, 
if supply falls, consumers cannot get enough and the marginal utility 
to them of that commodity will rise. They will, therefore, be prepared 
to increase their expenditure on that commodity and its price will rise. 

j* nCreasing su pphes of various commodities affect their prices in 
different ways With an increased supply, the marginal utility of .some 
commodities falls less rapidly than that of others ; that is, the demand 
tor some things is more elastic than the demand for others. 

The demand for most things is readily responsive to price changes ; 
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the supply of most things is not usually so responsive. At any moment 
the supply is fixed, and demand as governed by marginal utility 
exercises the greater influence on price. But in the long run supply 
can be varied to meet the demands of consumers. If price rises, supply 
will be increased ; if price falls, supply will be restricted. In the long 
run and under free competition, these forces bring about approximate 
equality between price and cost of production. 

The influence of the cost of production of a commodity on its price 
depends on the ease or difficulty with which supply can be adjusted to 
demand. This influence is strong if supply can be adjusted quickly 
and easily, and price in such circumstances approximates closely to 
cost of production. It is less marked and takes longer to operate in the 
case of commodities which require a large fixed capital and lengthy 
elaborate processes for their production. In the case of perishable 
articles, supply may be easily increased, but it cannot be reduced by 
withholding stocks if demand falls. Demand in such circumstances is 
the main determinant of price. 

Thus the Marginal Utility Theory of Value states that, as a general 
rule, price is determined in the short period by the amount consumers 
offer, relative to the supplies available ; and it measures the marginal 
utility of one commodity relative to the marginal utilities of the other 
goods that the consumer requires. In the long run, there is a tendency 
for prices to approach the cost of production of the more efficient 
firms ; but it is only a rough approximation, as in the long run all 
prices are interdependent and cost of production is determined as 
much by prevailing prices as the other way around. Prices, in general, 
influence costs of production not only directly, but also indirectly by 
causing variations in the scale of output for which a producer plans. 

Though this theory is by no means perfect, it affords, as Marshall 
stated, a method of approach to the study of value. It is at the margin 
that the forces governing value can best be studied. 

In considering the influence of cost of production on value it must 
be remembered that conditions of production are continually changing ; 
new methods are adopted and old ones are abandoned. The marginal 
firms, whose costs are highest, do not necessarily leave the industry ; 
they will remain if they adopt the methods and machinery of their 
more successful rivals and seek to achieve the standard of the most effi¬ 
cient firms on whose costs future production is planned. Hence, the ten¬ 
dency towards the scrapping of obsolete plant, etc., is marked in any 
period of falling demand and is greatly accelerated in a period of 
transition from boom to slump. 


Real Costs of Production 

We have seen that the producer measures cost of production in 
terms of the money payments made by him for the hire of land, labour 
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and capital. Economists are not satisfied, however, that the real costs 

of production are represented by money. They want to discover 

what it is that the expenses measure, for money expenses are merely 

a reflection of something more fundamental. Wherever production 

takes place, costs are involved, but it does not follow that there are 

always expenses or money payments. A Robinson Crusoe will produce 

various things for his own convenience, but he will not incur money 

costs. Production in a barter economy will not involve money costs. 

* - 

But both the isolated man and the barter community incur costs in 
order to produce. The problem is to find what these real costs of 
production measure. 

Earlier economists held that real costs of production were measured 
by the efforts and sacrifices involved ; the money e. pended was merely 
a reflection of these “ disutilities,” as they called the efforts and 
sacrifices. For example, the labourer underwent effort by working and 
his wages measured the arduousness of his toil. Similarly, the capitalist 
suffered from the “ abstinence ” involved in accumulating his capital, 
and his interest measured the pain of this sacrifice. 

'Phis conception of the real costs of production is, however, 
inadequate. The efforts of labour and abstinence cannot be measured 
by any standard. They are subjective quantities. Only the worker 
himself knows what effort he incurs in working, and only the capitalist 
himself knows the sacrifice involved in saving. In fact, if the capitalist 
is very rich, there may be no sacrifice at all, but it cannot be concluded 
that no real cost is involved. Another weakness in the conception is 
that it follows that the use of land involves no real cost because no 
effort is involved. 

The modern conception of real costs of production attempts to 
overcome these difficulties and to provide a scientific and compre¬ 
hensive view. This conception regards real costs of production as 
opportunity costs , i.e., costs measured by the alternatives displaced or 
forgone when production takes place. When factors of production are 
used to produce one thing, they cannot be used to produce another 
thing. The real cost of production of the thing produced is therefore the 
other things that might alternatively have been produced with the 
resources employed. 

The conception of real costs as being measured by the values of 
the displaced alternatives shows that real costs are not something 
absolute, but comparative. The real cost of any commodity is not 
measured by the absolute physical or mental effort and sacrifice 
involved, but by the value of the other commodities that might have 
been produced with the resources used. 

A further important point is that the modern view allows for iand 
entering the real costs. If land is used to grow one crop, it cannot at 
the same time be used to grow other crops. The value of land for the 
displaced use measures the real cost of growing the chosen crop. 
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The rent of land can, therefore, be explained in terms of the value of 
the displaced alternative uses. 

The conception of real costs as displaced alternatives is fundamental 
and comprehensive. It explains real costs even when money is not 
involved, for it operates with the isolated man and the barter com¬ 
munity. It takes no heed of subjective elements, but deals with 
objective facts. It applies to all factors of production and to all com¬ 
modities. It shows that the real cost of any project, such as 
rearmament or war, is not the labour of the workers or the money 
involved, but the alternative commodities that could have been 
produced with the resources used in the project. The real cost of war 
or rearmament is represented by the hospitals, houses, schools, playing 
fields, etc., that could not be provided because the resources required 
to build or provide them were used for the war or rearmament. 


CHAPTER 14 


OTHER THEORIES OF VALUE ; JOINT AND 
COMPOSITE DEMAND AND SUPPLY 

The Marginal Utility Theory of Value is accepted at the present day 
as the most accurate and scientific explanation of the determination of 
market and long-period value, but several other theories have been 
expounded from time to time. 

The other important theories of value—the Labour Theory and the 
Cost of Production Theory —approach the problem entirely from the 
side of supply, and endeavour to show that, in the long run, the value 
of an article is determined by the efforts required to produce it and place 
it on the market. 


The Labour Theory of Value 

Stated briefly, the Labour Theory of Value is that, in the long 
run, the value of anything is determined by the amount of labour 
embodied in it. Ricardo speaks of labour as “ the foundation of all 
value, and the relative quantity of labour ” (i.e., applied to produce 
commodities) “ as almost exclusively determining the relative value of 
commodities.” The exponents of this theory are in agreement with 
other economists that the market value of a thing depends on demand 
and supply, but they maintain that the normal value of anything is 
determined by the amount of labour expended in its production. 

The theory stated in this form is a plausible one, but its plausibility 
is superficial only. The first difficulty concerns the meaning of the 
term labour. It is not easy to define this in a way that is comprehensive 
and yet sufficiently simple to form a single standard. Is the term 
“ labour ” intended to cover only manual labour, or would it include 
also the services of the entrepreneur ? Is the important productive 
factor of organization to be counted as labour, and, if so, by what 
standard is it to be compared with the labour of an engineman or 
packer ? How is the labour of a portrait painter, whose week’s work 
may be worth £200, to be compared with the week’s labour of a brick¬ 
layer ? By what standard shall the different qualities of labour be 
estimated and compared ? How can qualitative differences be reduced 
to quantitative differences ? 

The Labour Theory is unsatisfactory in its application to cases 
where much labour has been spent on an article that fails to sell, or on 
8 °me work that is eventually abandoned, as was the case with the first 
work done in cutting a canal through the Panama Isthmus. Obviously, 
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the value of an unsaleable article, or of an unfinished and useless canal, 
cannot represent the amount of labour expended on it. Thus, a com¬ 
modity does not have value because labour is put into it, but labour is 
put into it because it is expected to have value. If that expectation is 
not realized, the labour expended on the commodity bears no relation 
to its value. 

In other ways also the Labour Theory of Value fails to provide 
a correct explanation of value. It does not explain how the value of 
things may often change after they are made ; as a result, for instance, 
of changes in fashion. Moreover, it does not explain scarcity value, 
such as that of famous pictures and statues, nor the paradox of great 
usefulness combined with low value. In fact, it stresses only the supply 
side. 

Whilst the Labour Theory appeals to our sense of fairness— 
because it seems just that the value of anything should approximate to 
the sacrifice and effort involved in its production—yet labour, although 
a very important factor, cannot be regarded as the sole factor that 
determines value. The theory supplies us with no standard of measure¬ 
ment, no means of comparing the values of different things. Only by 
bringing an article into the market and trying to exchange it for other 
articles can we obtain an estimate of its value. 

Cost of Production Theory of Value 

Like the Labour Theory, the Cost of Production Theory is an 
attempt to explain value from the side of supply alone. Unlike the 
Labour Theory, however, it makes specific allowance for the services 
of capital, land and organization in the production of commodities 
and is thus stated by Mill 1 : “ The cost of production, together with 
the ordinary profit, may, therefore, be called the necessary price or 
value, of all things made by labour and capital.” 

In our consideration of normal price we saw that, under free 
competitive conditions, if the price of anything rises above its cost of 
production, more producers are attracted because greater profits are 
made, supply accordingly increases and price falls. Conversely, if 
price falls below cost of production, supply is reduced and price rises 
again. The theory is based on this relationship, and, on the face of it, 
has more to recommend it than the Labour Theory. But much of its 
deficiency as an explanation of value is due to the fact that it assumes 
the existence of perfect competition to be normal, whereas, as we saw 
in Chapter 13, imperfect competition is more usual than perfect 
competition. The Cost of Production Theory allows for the necessity 
and value in production of agents other than labour, but it does not 
explain how the values of these other agents are determined. In this 
respect, the same objection applies as to the Labour Theory. 

1 Principles , Book III. m. i. 
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There are also several other objections 10 the Cose of Production 
Theory :— 

1. It does not allow for changes in demand. — Variations in price 
due to changes in demand have not only a direct influence on costs 
of production, but also an indirect influence in that they cause 
variations in the scale of output for which the producer plans : we 
saw that marginal cost in the long run depends on the equip¬ 
ment, etc., at the disposal of the firm. 

2. It does not allow for the interdependence oj all prices. —The 
cost of factors of production aie directly affected by the alternative 
demands for the services they render. Moreover, the costs of all 
factors are just as much prices as the prices of finished goods ; and 
it cannot be said that one determines the other. A shortage of 
agricultural workers may raise their wages and so raise the price of 
fruit. On the other hand, increased demand for fruit may raise 
its price, and thus may lead, by way of an increased demand for 
agricultural workers, to a rise in their wages. 

3. It does not allow for the existence of profits. —In the long 
period, abnormal profits tend to disappear, but true long-period 
equilibrium is seldom attained as most of the time some films are 
earning a differential rent, due to their gieater efficiency. The Cost 
of Production Theory cannot take this into account. 

4. It does not allozo for misdirected capital and labour. —How 
does cost of production influence the value of an aeioplane that 
refuses to fly, or of a patented article that is superseded in utility 
by another article before arrangements aie complete for placing it 
on the market, or of a specially produced article that the consumer 
will not accept ? 

5. It does not allow for changes in value after a thing is produced ; 
e.g., the value of straw hats will fall considerably after midsummer, 
particularly if the summer has been wet. How is the value of goods 
at bargain sales determined, or of goods dumped in one country by 
producers in another ? 

6. It does not explain scarcity value— the value of things which 
cannot be reproduced, such as pictures by Turner and early 
editions of Shakespeare’s plays. Value in such cases has no 
relation to cost of production. 

7. 1 he cost of production in some cases cannot be determined as 
for example, in the case of by-products, or of articles which’ are 
produced together. How does cost of production help us to 
compare the value of a leg of mutton and the value of a shoulder of 
mutton ? Or what is the value of mutton compared with that of 
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wool ? We cannot estimate the separate cost of production of 
any of these articles. Again, what is the cost of running and 
making available an excursion train ? Is it the total or prime cost ? 
The railway lines and stations have to be kept in repair whether 
excursion trains are run on Bank Holidays or not. Is the value of 
a special excursion merely fixed so as just to cover the additional 
expenses incurred in running it ? 

8. It does not explain the paradox of high utility and low value. 

Thus it becomes obvious that in many cases we simply cannot 
calculate cost of production. The producer solves the difficulty by 
charging as much as he can for his goods or services. As a general 
rule, he estimates carefully what consumers will give and fixes his 
prices according to his estimate, altering it subsequently if demand is 
much below or much in excess of his anticipations. He gets the highest 
price possible, and is concerned with his cost of production only in 
so far as he determines not to sell below this cost if he can possibly 
avoid it. It is true that under free competition and in the long run this 
price will in most cases approximate to the marginal cost of production, 
because producers will enter or leave the industry until equilibrium is 
achieved, but frequently price remains for a long period much above or 
much below cost of production, and the theory does not explain how 
value is determined in such circumstances. 


Why the Marginal Utility Theory is Accepted 

The foregoing examination shows that neither the Labour Theory 
nor the Cost of Production Theory offers a complete explanation of 
value. When machinery played but a small part in production, the 
Labour Theory provided a fairly close explanation ; the value of a 
man’s products was then chiefly determined by the number of hours 
it took to make them. The Cost of Production Theory was really an 
attempt to adapt the Labour Theory to modern conditions by making 
an allowance for the important part played by capital in industry. 

The Marginal Utility Theory is superior to the other theories in 
that it provides us with an adequate explanation of the value of a thing 
both at a given moment and in the long run. It shows that there is no 
absolute or fixed value of anything, because value is an expression o 
one thing in terms of another, and varies as supply and demand vary. 
The Marginal Utility Theory offers the only satisfactory explanation oi 
the value of rare, soiled, incomplete or damaged articles, the price or 

which has no reference to cost of production, and of such thin S* 
water and sunshine, which although of inestimable utility, possess little 
or no value. The marginal utility of all such articles to the consumer 
determines the price, if any, that he will give for them. 
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- JOINT AND COMPOSITE DEMAND AND SUPPLY 

Joint Demand 

Two or more commodities are said to be jointly demanded when 
the demand for each is derived from the ultimate demand for the final 
commodity into the production of which they enter. The demand for 
a certain kind of clay, that for straw, and for the services of a brickworks 
are all derived from the demand for bricks. 

If for any reason there is an increase in the demand for the ultimate 
product with a consequent rise in its price, then such changed con¬ 
ditions will be reflected in the demand for the constituent products 
and consequently also in their price. In the case given, if the clay, 
straw, and brickworks possessed no other utility than in the manu¬ 
facture of bricks, and if their supply were equally limited or equally 
extensible, then the price of each constituent would fluctuate directly in 
proportion to movements in the market price of bricks. 

Such an assumption, however, is unwarranted, as the conditions of 
supply of each are likely to differ widely. It might be difficult to 
increase the supply of suitable clay because of its natural limitation, 
whereas the increased demand for straw might be adequately met by 
the diversion of straw from other purposes (e.g., fodder). Whether 
the supply of brickworks can be adjusted to the increased demand for 
bricks, either by the erection of new ovens or by the conversion of 
lime kilns, will depend on the availability of land, labour and capital. 

It is clear, therefore, that such inequality in the possibilities of 
increased supply of the constituent products must result in unequal 
changes in their price. That constituent will increase most in price 
which is most difficult to obtain in greater quantities, and it will 
therefore absorb a greater proportion of the increased price of the 
ultimate product. Conversely, there will be no change in the price 
of a constituent the supply of which can be easily increased without 
extra expense. 

Joint Supply and Joint Cost 

Joint products are two or more commodities the production of 
which is joined in a common source of supply, and which are therefore 
said to have a joint supply. There are very man.y examples : beef and 
hides have a common origin in the carcases of cattle ; cotton fibre and 
cotton seed are derived from the cotton plant ; the manufacture of 
coal gas entails the production of coke, tar and other by-products. 
In fact, all by-products are obtained under conditions of joint supply. 

Two important points must be borne in mind in considering the 
effects of the conditions of joint supply on cost. The first is that the 
various commodities derived from the common origin are produced in 



166 


ELEMENTS OF ECONOMICS 


a more or less fixed proportion to one another ; each beast gives one 
carcase of beef and one hide ; a ton of a certain kind of coal gives so 
much gas, so much coke, and so on. The second point is that, although 
the joint products are produced in a fairly definite proportion, the 
separate demands for the products are not so connected, and the 
proportion between the demands for each is liable to unlimited changes 
from alterations in their conditions of demand. 

The result of these peculiar conditions governing joint supply is 
that the total of the prices obtained for the individual joint products must 
be sufficient to cover their joint costs of production. But the relative 
prices of the respective products are more difficult to estimate. If the 
demand for beef is increased for any reason (such as a scarcity of mutton 
owing to prevalence of disease among sheep), then more beef will be 
available for the market, as stock breeders will increase the supply (given 
the necessary time) in order to benefit from the increased price of beef. 
As a result, more hides will be available, but the increase in demand 
for beef does not necessarily affect the demand for hides. Consequently, 
the increased supply of hides will necessitate a lowering of their price 
in order to get rid of the stock. The increase in the price of beef must 
therefore be sufficient to compensate for the fall in the price of hides, 
and it must also be sufficient to cover any increase in the cost of 
production of cattle caused by the operation of the Law of Diminishing 
Returns. 

Speaking generally, it can therefore be said that the producers of 
joint products will attempt to sell them at a total price sufficient to 
yield a profit on both. If difficulty is experienced in disposing of the 
increased stock of one joint product, A, caused by an increase in 
demand for the other product, B, then the price of A will have to be 
lowered in order to increase the demand for it, and this decrease in 
price must be at least compensated for by the increased price of 
product B. It is clear, therefore, that since the joint products are 
produced in a certain proportion their respective prices must be such 
as will bring about their consumption in a similar proportion, so long 
as the total price obtained covers the total cost of production. 


Composite Demand and Composite Supply 

Most raw materials can be used in the production of entirely 
different final products. Barley can be used in the making of bread or 
of beer ; rubber has an enormous number of uses—for tyres, shoes, 
pipe-stems, fountain-pens, tennis balls, and for road-paving ; similarly 
most things have two or more uses to which they can be diverted. 
In such cases the ultimate demand for the commodity is said to be 
composite , and the corresponding derived demands are competitive 
demands relatively to one another. For example, if the demand for 
barley for malting purposes should increase, then the supply of barley 
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will tend to gravitate towards malting purposes, and its use as a food 
will be correspondingly decreased. But although such different uses 
compete for the supply of a commodity, it must be remembered that 
from another point of view they co-operate one with the other. The 
co-operation exists because the competing demands for the commodity 
are compounded into the total demand for it for all purposes, and such 
total or aggregate demand must be so correlated as to absorb the total 
supply at the prevailing price. 

Analogous to the conditions of composite demand are those of 
composite supply. In accordance with the principle of substitution (see 
ante , page 45), a w ant may be satisfied by two or more commodities, 
or services which serve substantially the same purpose. If the price of 
butter is high owing to a shortage of supply, then many will use 
margarine tor the purposes for which they formerly used butter, and 
in the same way a manufacturer may substitute machinery for the 
labour of a certain number of men. These various ways of accom¬ 
plishing a certain end or of satisfying a certain demand can be said to 
be competitive supplies relatively to each other, but as in the case of 
composite demand they also co-operate in the sense that they are 
compounded into the total supply that satisfies the existing demand. 


Diagrammatic Illustration of Joint Demand and Supply 

and Composite Demand and Supply 


JOINT DEMAND 
Hops Malt 




JOINT SUPPLY 


COMPOSITE DEMAND 



Heel 





COMPOSITE SUPPLY 


Joint Demand : Hops and malt are in joint demand for making ale and beer. 
Joint Supply : Meat and hides (among other things) are obtained from cattle 
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Multiple Products 

The manufacture of multiple products is becoming more and more 
important in modem industry. Today, many producers are engaged 
in producing, not a single commodity the cost of which can be readily 
ascertained, but a wide range of products. An engineer may turn out 
several kinds of machines and perform general repair work. In such 
a case it is practically impossible to ascertain the total cost of each 
particular job ; hence the prices charged are what the market will bear, 
subject to tne proviso that in the long run the total revenue derived 
by charging such prices must be sufficient to yield a normal rate of 
profit. Such conditions, which are really those of joint supply, are 
typical of most retail selling. 


Alternate Supply 

Needless to say, even when these conditions exist, the producer or 
trader attempts to keep track of his various items of expense and 
revenue with a view to discovering which of his lines of goods yield 
him the greatest profit, and which, if any, are resulting in a loss : 
he will obviously not continue to manufacture or sell any article which 
he discovers to belong to the latter category. Accordingly, if a given 
portion of his plant or a certain machine can produce more than one 
type or form of product, he will apply that plant or machine in the 
manufacture of that product which yields the greater net return in the 
existing market conditions. Thus a loom may be applied for the pro¬ 
duction of fine or coarse cloth, and the principle of substitution will 
determine the purpose to which the loom is put. In such circum¬ 
stances, the products concerned are said to be in alternate supply: 
they are alternate products of the same factors of production. 



CHAPTER 15 


MONOPOLIES AND MONOPOLY PRICE 

A monopoly is said to exist when the supply of, or the demand for, 
a commodity or service is so concentrated in the hands of a single 
individual or organization, or in the hands of a group of individuals or 
organizations, that there is an absence of effective competition in the 
selling or buying of the commodity or service, with the result that the 
price of the commodity or service can be controlled by monopolistic 
control of supply or demand. Absolute monopoly, where an individual, 
organization or group has sole power to produce or deal in a com¬ 
modity or service, is as rare as perfect competition, and monopolies 
of demand are much more rare than monopolies of supply. Absolute 
monopolies are usually legal or social monopolies. (See below.) 


Classification of Monopolies 

1. Natural Monopolies, which arise because of limited supplies 
of raw material, e.g., Canada’s almost complete monopoly of nickel. 

2. Social Monopolies, which are due to the peculiar properties 
of some businesses, making it socially impossible or uneconomical for 
more than one concern to undertake a certain business or provide a 
certain service within a given area. Examples are gas, water and electric 
light companies ; canals and railways ; docks and harbours. The 
obvious disadvantages of having more than one gas company in a 
small town, or more than one railway company operating between 
two small neighbouring places, result in monopolies of this kind being 
undertaken or rigidly controlled by local authorities or by the State. 

Social monopolies are also created when the State nationalizes an 
existing service or industry, developed by private enterprise. Examples 
in Britain are the telephone system, inland transport, the Bank of 
England and the coal-mining industry. 

3. Legal Monopolies, or General Welfare Monopolies, are 
those that are conferred or protected by law, such as patents, trade¬ 
marks and copyright, which convey to specific persons the sole rights 
to use certain marks or to sell certain articles. Legal protection 
promotes the production of commodities which contribute to the 
general welfare. The same object underlies monopolies granted by 
the State in order to regulate consumption, e.g., of liquor, or to 

provide revenue, as in the case of a fiscal monopoly granted to’ Dermit 
the import of specified products. F 
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4. Voluntary Monopolies, which arise chiefly from combinations 
between producers with the object of eliminating competition, as, for 
example, the trust and kartell considered below ; or those that result 
from the absorption or^ elimination of weaker producers by more 
powerrui organizations. The latter type is, of course, voluntary on one 

side only : the absorbed or eliminated producers are not generally 
desirous of going out of business. 


Monopolies of Services 

There are many monopolies of the supply of services. Some of 
them aie absolute, d hus, a great surgeon may have an absolute 
monopoly of a certain type of knowledge or skill, or of the ability to 
perform a new or difficult operation ; a brilliant barrister may have 
a monopoly of knowledge and skill in the conduct of cases in a 
specialized branch of law. In most countries, the practice of medicine 
is legally restricted to registered practitioners who have passed certain 
tests of professional knowledge and have satisfied prescribed conditions, 
d o this extent, medical services are in the hands of a monopoly. 

In the same way a strong trade union may be regarded as a monopoly 
of a certain class of labour. Trade unions are associations of wage- 
earners for the purpose of maintaining and improving wages, the 
standard or living and conditions of work. In so far then as trade unions 
limit the number of entrants to the trade and oppose the use by em¬ 
ployers of non-union labour, and in so far also as they insist on 
standard rates of wages, they exercise monopoly power, although such 
power is limited. (See page 185.) 


Employers* or Trade Associations 

Employers' or Trade or Producers' Associations (of which there 
are many examples in Britain) are formed with the general objects 
of protecting and promoting the interests of their members in a 
particular trade, and of establishing a united front for bargaining with 
trade union representatives of labour in the industry and with the 
Government. 

Although such associations are not ordinarily established with the 
object of protecting or obtaining a monopoly of the supply of particular 
goods or services, they tend to develop monopoly powers in various 
directions. Thus, the members may agree, inter alia , to control the 
selling price of their product, to fix conditions of sale, to control total 
output, to divide the market at home and/or abroad, and to control 
the demand price for labour in the industry (i.e., wages) in such a way 
as to constitute a buyer's monopoly of such labour. Frequently, the 
community of interest engendered by loose associations of employers 
in the same line of business leads to closer and more permanent form9 
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of combination (such as the trust or the kartell), or to amalgamations 
under centralized direction. 

An employers’ association that promotes the technical and economic 
interests of its members without exploiting the public may be of great 
general benefit. I he observance of fair price agreements prevents 
price-cutting, which might otherwise undermine the industry’s 
capacity to gi\e service to the public, while the stabilization of output 
may achieve maximum economies in production with advantage to 
consumers in lower prices for consumers’ goods. Much obviously 
depends on the industry’s freedom from the competition of sub¬ 
stitutes, and on the degree of importance attached bv the industry 
to its responsibility to the public. 

It is clearly of great economic advantage for a Government 
Department to be able to deal with a representative trade association 
rather than with individual firms, especially during wartime in regard 
to such matters as common export problems, concentration of plants, 
allocation of labour power and apportionment of raw material supplies'. 


Conscious Monoooly and Natural Growth 

A distinction is sometimes drawn between (a) those combinations 
that are the result of a conscious attempt to obtain monopolistic 
advantages, and (b) those that are “ natural growths,” i.e., have resulted 
from the absorption of weaker firms by more efficient firms. 

It is a remarkable fact that the latter type of combination is much 
the more successful. The firm of J. & P. Coats, Ltd., a natural growth 
has for years made huge profits on sales of sewing cotton and thread 
although its prices would not allow of commensurate profit being 
made by competitors selling at the same price. In the USA the 
Ford Motor Company, another natural growth, has been more 

successful than General Motors, Ltd., which was an amalgamation of 
existing firms and not a natural growth. 

Perhaps the chief reason for the failure of deliberate monopolistic 
combinations lies in the over-capitalization that is a feature of such 

“"-r T 6 P " 0m ° ters P ur chase the combining firms at the lowest 
possibie price and sell out to the new company at a price that measures 

nrnfi ° f ex P ected P ro fi ts and represents the promoters’ 

profit. Tins process is termed “watering” the capital. In some 

cases, the over-capitalization may be attributable to the excessive 

prices that have to be paid to induce firms to enter the trust (See 
also post, page 17G). ust - < See 


Conditions Favourable to Combination 

We have already noticed that in the so-called “ social ” industries 
monopoly ,s inevitable on technical grounds, and that in other cases 
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the fundamental economic cause of combination has been the desire to 
avoid cut-throat competition. There arc, however, certain subsidiary 
conditions that have in many cases favoured the tendency towards 
combination :— 

1. Tariffs and other fiscal devices have given certain industries 
a measure of local protection, thus securing them from foreign 
competition. In the United States and Germany a protective 
policy long favoured combination. In this country, on the other 
hand, long adherence to Free Trade principles tended to preserve 
individual initiative and restrict extensive combinations, but as 
a result of the great crisis of 1931 and the adoption of a tariff policy, 
many combinations took place with a view to greater economy of 
production and more effective competition in foreign markets. 

2. Where there are few firms in an industry and a large amount 
of capital is required in order to set up in the industry, combination 
is made easier and the combine is less likely" to be attacked by new 
competitors, e.g., automobile manufacturing. 

3. Where conditions of natural scarcity exist, control tends to 
be concentrated in a few hands. Thus, South Africa has practically 
a monopoly of the world supply of diamonds, and world prices for 
diamonds are largely controlled by a powerful South African 
Syndicate. Likewise, a powerful group in Germany at one time 
controlled the supplies and prices of potash—a natural German 
monopoly. 

4. Where the product can be readily standardized, combination 
is facilitated. The truth of this statement is borne ouj by the fact 
that in Germany and U.S.A., where the extractive and preliminary 
processes of industry occupy a pre-eminent position, the com¬ 
bination movement advanced more rapidly than in Britain, whose 
industries are largely engaged in those finishing processes that offer 
more opportunity for individuality and less scope for mass 
production. 

5. Wherever an industry is strongly localized there is a tendency 
towards concentration, e.g., the Lancashire cotton industry. 

6. Any conditions that promote co-operation among previous 
competitors facilitate combination, e.g., the need to protect existing 
markets abroad or to create new ones in the face of foreign com¬ 
petition, or to bargain more effectively with strong labour unions in 
the industry. 

7. The less elastic the demand for a commodity, the greater the 
tendency to combination, because prices can be raised without 
seriously curtailing demand. 
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Cases in which Combination is Unlikely 

Marshall 1 suggests that there are three classes of producers who are 
not tempted to restrictive combination : (a) those who produce for 

their own consumption ; ( b) those who produce things for sale in a 
large open market in such small quantities that current prices will not 
be affected by anything they may do or abstain from doing ; and 
(c) the owners of absolute monopolies. Producers in each of these 
classes have their own special difficulties and problems, but none of 
them has to take any special steps to defend his market from the 
encroachment and attack of competitors. 


Trust and Kartell (or Cartel) 

The trust and the kartell are the most representative and important 
forms of combination in industry. Both are the result of competition. 
As joint-stock enterprise developed and the benefits of large-scale 
production were realized, the output of certain products was very 
greatly increased. The need for retaining and extending markets led 
to the continual cutting of prices, with the consequent elimination of 
the weaker concerns who either disappeared from the field or were 
absorbed by the stronger enterprises. The concentration of production 
in the hands of a few great concerns with vast resources naturally 
resulted in a destructive competition for raw materials and for markets. 
Only by some form of unification of interests could eventual ruin be 
avoided. Safety was found in the formation of great monopoly associa¬ 
tions. The process became most marked in the United States (where 
many trusts were established), and in Germany (where kartells 
predominated), although it extended in Britain also. 

A Trust is formed as a result mainly of horizontal combination, 
when a number of firms in the same business amalgamate and transfer 
their individual interests to a board of trustees, which controls the 
policy of the whole organization. In some cases, however, a trust 
controls various stages of production and thus represents both 
horizontal and vertical combination. The term is now frequently used 
to mean any giant firm or combination of firms in which the capital 
employed is a high proportion of the total capital employed in the 
industry as a whole. 

The Kartell is a less binding association of the horizontal type ; 
it is a combination or federation of several firms in the same business 
with the object of adopting a common policy regarding the output of 
commodities or the prices charged therefor; it aims at apportioning 
either the marketing area or the whole output among the constituent 
members, which divide profits or losses on an agreed basis. 

The trust is generally the more stable of the two forms ; in it the 

1 Industry and Trade , III. i. ii. 
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individuality of the combining firms is merged, although by the 
retention of trade-marks, and even of the original names of the com¬ 
bining firms, a pretence of individuality and even of competition is 
kept up. In the kartell, on the other hand, the constituent members 
retain their own organization and control, and are bound only by 
agreement to limit their output or their saies area, or to sell at fixed 
prices determined by a central sales agency. In certain cases where a 
kartell is formed ior a specific temporary purpose, it ceases to function 
when the object for which it was formed has been accomplished. 
Amalgamations and combinations between the constituent firms are, 
however, the almost inevitable result of kartell organization. 

Although the origin of the trust and of the kartell is largely traceable 
to the results of cut-throat competition, the desire to obtain mono¬ 
poly control of production and of the market by regulating output 
and discriminating prices is also a determining factor, more particularly 
in the case of the trust. The formation of a trust is also considerably 
influenced by the aim of obtaining as great an advantage as possible 
from large-scale organization. 

The Advantages of Trusts are largely those of large-scale 
enterprise, but include also :— 

1. Economy of Management, both of production and of distribu¬ 
tion, owing to the concentration of the control of a number of 
individual concerns in a few hands. The same selling organization 
deals with the products of the whole business. 

2. Skilled Management ; the best organizing abilities can be 
chosen and applied to all the constituent firms. Any specially 
efficient features of each are applied to all. 

3. Regularity in Supply and in Working. —Several plants working 
for the same object can achieve greater regularity of supply, 
inasmuch as the breakdown or inactivity of one can be balanced by 
increased production of the others. The wider the organization the 
greater the facilities for ensuring a steady flow of materials and of 
orders for the products : hence, regularity of work is the result. 

4. Economy in Marketing and in Buying. —The area to be 
supplied is divided up so that each district is supplied by the 
nearest branch of the organization. This results in greater satis¬ 
faction to the consumer and great economy in freights and marketing 
costs to the producers. 

5. Inventions , Processes and Trade-marks of constituent members 
can be utilized by all and applied for the general benefit. The best 
processes only are adopted throughout the undertaking, and thus 
its output is beneficially affected. 



MONOPOLIES AND MONOPOLY PRICE 


175 


As compared with the kartell, the trust is usually of greater per¬ 
manence and exercises a more rigid control over its members. A kartell 
lapses when its object is achieved ; frequently it breaks up before this 
point is reached, because one or more of the members refuse ro 
continue the agreement and bring about the dissolution of the com¬ 
bination. On the other hand, the kartell has three distinct advantages 
over the trust. In the first place, since the kartell is a combination that 
exists purely on the marketing side, manufacturers retain their freedom 
on the side of production. Secondly, a kartell is not exposed to the 
danger—inherent in the trust—of over-capitalization. Finally, it is 
a more flexible type of organization. The big disadvantage of the 
kartell system is that it may perpetuate inefficiency throughTgrouping 
together efficient and inefficient units. It may also tend to stereotype 
an industry and hinder the development of more productive methods. 

Disadvantages of Trusts and Kartells: 

1. Monopolistic Control of Supply and Prices .—The whole or 
a great portion of the supply of a commodity mav be in the hands 
of a large combine, which may manipulate prices for its own ends 
to the disadvantage of the consumer. This policy mav not, however, 
be of lasting benefit to the concern. The elimination of com¬ 
petition may result in complacency and conservatism, loss of 
enterprise, enthusiasm and capacity, and neglect to keep pace with 
changing demand and improved methods. Such factors may 
operate to the disadvantage of the trust and pave the way for the 
incursion of new and more enterprising manufacturers. 

2. Unfair Methods .—In the United States the methods adopted 
by trusts to obtain control of prices and eliminate comoetitors have 
in past times aroused widespread hostility and indignation. Dis¬ 
crimination of prices and freights, secret agreements and “ tying 
clauses ” with such objects in view have frequently resulted in the 
preferential treatment of consumers in one area to the detriment of 
those in another. 

3. Displacement of CapitaUand Labour. —The concentration of 
resources which sometimes follows the organization of a trust, or its 
policy of restricting output to force up prices, has not infrequently 
resulted in the closing down of the less efficient or less favourably 
situated units with a consequent displacement of labour and of 
capital in the form of buildings, machinery and plant. Hardship 
may thus result, although in the long run the elimination of the less 
efficient organizations is a benefit to society provided total production 
is not so restricted as to force up prices. 

4. Speculation and Over-Capitalization are disadvantages that 
apply specially to trusts, and frequently result from too wide an 
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extension of the trust organization. Considerable watering of 
capital may take place, as when a combine with a capital of 
£20,000,000 is formed to take over a number of firms sold to the 
promoters for £10,000,000, the difference being the promoters’ 
profit. -Producers enlarge their operations beyond the limits of 
reasonable return, and are unable to reduce their commitments 
sufficiently without considerable loss and frequently ruin. At first 
the extended organization and the capabilities of the organizers 
result in great economies and enhanced profits. But there is always 
some risk of too great an extension of the combine, and, as the 
original promoters are removed and the business becomes more 
complex, the problem of management continually increases in 
difficulty. 

5. Evil Social Effects .—Monopolistic combinations may benefit 
the consumer by providing him with a well-made product at a low 
price, but results such as those in (4) may occasion widespread 
distress, particularly to small investors and to the workers in the 
various branches of the organization. Apart from these considera¬ 
tions are the social evils of unfair and illegal practices sometimes 
adopted, and the killing of the enterprise of the small producer who 
is unable to withstand the competition of the large concerns. 

Combinations in Britain, Germany and U.S.A. 

The forms of combination, as we have seen, vary considerably, 
and instances of almost every type, ranging from the loose tacit 
“ honourable understanding ” or “ gentlemen’s agreement ” to the 
trust or complete merger, are to be found in all countries. In certain 
countries—particularly in Britain, Germany and U.S.A.—the movement 
developed characteristic features. 

Britain. —In this country all terminable associations for the 
regulation of prices and other conditions of production, being in 
restraint of trade, are repugnant to the law. Hence, such agreements 
are not binding, but are operative only as long as the parties wish to 
observe them ; any penalties fixed by the parties in the case of breach 
are not enforceable at law, and any defaulting party who has paid such 
a penalty cannot sue for its return. The effect of this legal position 
has been to prevent the development in this country of a closely knit 
kartell movement similar to that which developed in Germany and 

other Continental countries before the Nazi war. 

The most common type of combination among producers in 
Britain is the price association , already described, usually a loose 
agreement among producers for fixing selling prices or output. 
Arrangements of this kind prevail in almost every industry but, 
althougii these associations prosper in times of good trade, they ten 
to be dissolved in times of depression. 
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The initial development of large-scale industrial amalgamations in 
this country was checked for some years by the non-success of the 
first two—the Salt Union and the United Alkali Company—but 
towards the close of the last century the success of J. Sc P. Coats and the 
big developments towards combination in the United States gave 
a fillip to the movement, which ultimately attained considerable pro¬ 
portions. In some cases, the amalgamations took the form of 
combinations large enough to dominate a whole industry-; in other 
cases, large individual firms became strong enough to exercise 
considerable control over the market. 

Permanent consolidations of both the “ horizontal ” and “ vertical ” 
types developed in the iron and steel and shipbuilding industries, 
well-known examples of far-reaching combinations on a large scale 
being Vickers-Armstrongs, Ltd., and Dorman Long & Co., Ltd., most 
of whose assets passed to State ownership in 1951. 

Permanent consolidations of the horizontal type are of great im¬ 
portance in numerous branches of industry. In the spinning branches 
of the textile industries fine cotton spinning is dominated by Fine 
Spinners and Doublers, Ltd.; sewing thread by J. & P. Coats, Ltd., 
and the English Sewing Cotton Co., Ltd., working in close association. 
Similarly, the dyeing and printing branches of the cotton and woollen 
industries are dominated by a small number of powerful consolidations— 
bleaching, by the Bleachers’ Association Ltd. ; dyeing, by the Bradford 
Dyers’ Association Ltd., the British Cotton and Wool Dyers’ Associa¬ 
tion, Ltd., and other minor combinations, and calico printing by the 
Calico Printers’ Association, Ltd. 

The British heavy chemical trade is dominated by Imperial Chemical 
Industries, Ltd., while the tcbacco, wallpaper, cement, and cinema 
trades are concentrated in relatively few hands. 

In a number of instances, too, both individual firms and combina¬ 
tions of British manufacturers have become parties to international 
agreements, the best-known example being that effected in 1902 
between the Imperial Tobacco Company and the American Tobacco 
Trust. By this agreement the American combination abandoned its 
attack on the English market, while the Imperial Tobacco Company 
agreed, on the other hand, not to sell or manufacture tobacco in the 
United States or its dependencies, or in Cuba. A company, known as 
the British American Tobacco Company, was then formed to exploit 
the tobacco business of the world outside Great Britain and America. 

In Britain, the organization that approaches nearest to the kartell 
is the Central Selling Agency, Ltd., of Glasgow, which, in addition to 
marketing the products of the Coats’ combine, sells also certain allied 
but non-competing products such as Lister’s silk thread. 

Germany. —In Germany, the industrial combination was long ago 
recognized by law, the view being held that unduly low prices, as well 
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as unduly high prices, should not exist in any branch of industry, as 
being injurious not only to the individual firm, but also to the com¬ 
munity as a whole. The combination movement began in the early 
seventies of last century, and generally took the form of syndicates or 
agreements tor a term of years to fix prices, to fix output (pools), or to 
control all sales of the constituent firms (kartells) (See page 173). 
In 1902, the right to inflict and recover penalties for breach of contract 
entered into between members of any form of combination was legally 
recognized, and, from that time onwards, the number of kartells 
rapidly increased and in many industries kartellization was made 
compulsory. 

The most famous example of the kartell was the great Westphalian 
Coal Syndicate, which controlled a large part of the German coal 
industry before 1939, regulating the output of each constituent under¬ 
taking and fixing the price at which coal was sold in different areas. 
Similar kartells covered chemistry, and iron and steel products, and 
dealt with both domestic and foreign trade. 

United States. —The combination movement in U.S.A. is 
characterized by huge amalgamations, the trust originating in 1882 
with the Standard Oil Co., and being followed by the Whisky Trust 
and Sugar Trust of 1887. During this early period, unfair methods of 
competition were used against competitors in those districts in which 
the trusts had no monopoly, prices being artificially raised elsewhere, 
and by alliances with the railways the trusts obtained special rates or 
rebates which were denied to their competitors. This railway dis¬ 
crimination was declared illegal in 1887, and the trusts were dissolved 
under the Sherman Act in 1891-2. This legislation was not very 
successful. The Whisky and Sugar Trusts were re-organized, and in 
1899 the Standard Oil Company, which since 1891 had been held 
together only by a harmony of interests, took advantage of the laws of 
New Jersey to form a great merger. 

From time to time public uneasiness at the development of the 
combination movement has led to public investigations, but, as we 
shall see later (see post , page 194), legislative action has not been 
successful in preventing the United States from becoming “ the home 
of trusts.” A very striking amalgamation took place in 1901, when the 
United States Steel Corporation was formed, controlling more than 
one-haif of the steel-making capacity of the country. 

The development of the distinct types of combination in Britain, 
Germany and the United States, is attributable to the differences in 
the common law of the three countries. The kartell is, in effect, 
a terminable agreement to restrict trade and regulate prices in the 
interests of the members, which is illegal in Britain and the United 
States though it was legal in Germany. Whilst in the latter country 
the law enabled members to compel their associates to keep faith, 
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amalgamations of more binding and permanent effect were necessary 
in the other two countries to achieve the same objects. 

There has been evidence in recent years of extensive international 
ramifications of kartells and industrial trusts in Britain, the United 
States, Germany and other countries. Certain industrial combinations 
in the same industries in the various countries (notably the chemical 
and electrical industries) have entered into non-competing agreements 
whereby markets in specified countries have been shared out, and 
certain industrial processes developed in some countries but restricted 
in others. Thus, arising out of the international activities of the vast 
German Chemical Combine, I. G. Farbenindustrie (dissolved bv the 
Allies in 1945), it was at one time agreed to develop a process for the 
production of synthetic rubber in Germany, but to restrict develop¬ 
ment in the United States. Apart from detrimental effects so far as 
consumers are concerned, such agreements have serious disadvantages 
from the standpoint of national defence, for if war breaks out, a nation 
has to develop to the utmost every industrial process that will assist its 
war effort. 


THEORY OF MONOPOLY PRICE 

The possession of monopoly does not necessarily imply an attempt 
to exact as high a price as possible for a commodity or service. In the 
first place, the industrial combinations usually aim at increased profits 
by better co-ordinated and more efficient production. This they 
achieve by (1) large-scale organization and concentration of production 
at the best equipped plants, which are worked at full capacity ; 
(2) eliminating wasteful competition in advertising and salesmanship ; 
and (3) standardizing the product or service and thus increasing the 
general productivity of their organization. Secondly, although the 
monopolist will, in theory at any rate, endeavour to adjust supply so 
as to obtain the greatest net return, this does not necessarily mean 
(as we shall see below) that he must charge as high a price as he can 
possibly obtain. Thirdly, the charging of a very high price would in 
most cases encourage the entry of new producers (unless entry into 
the industry is restricted by natural or legal causes), or stimulate the 
invention and consumption of substitutes, while it might lead to State 
interference with the monopoly. 

It follows, therefore, that the control of prices even in the case of 
a very powerful monopoly is considerably limited. A monopolist may, 
of course, charge whatever price he pleases, but as a general rule too 
high a price will ultimately work to his disadvantage. The question 
therefore arises : At what price is the monopolist to sell in order to 
obtain the greatest net revenue, under all the conditions (including 
those of demand) that he knows to exist ? 6 
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Conditions Influencing a Monopolist 

As in the case of any other commodity, the price of a monopoly 
product is determined by the interaction of supply and demand, and, 
like that of any other product, must in the long run at least cover its 
marginal cost of production. But at this point a difference exists : 
whereas, under free competition, normal price tends to equal cost of 
production, marginal costs in the case of a monopoly are only a 
minimum that the monopolist will always try to exceed in the price he 

charges. 

By reducing supply, he may force price above the minimum, but 
as a rule demand will then decrease and his turnover will be reduced. 
On the other hand, by increasing supply he may bring down the price 
until it is scarcely more than would be obtained under free competition. 
Alternatively, he may fix a definite price for the product, and leave the 
quantity of supply to be determined by the marginal utility of the 
commodity to consumers. He may thus fix the quantity supplied, 
or he may fix the price he desires to obtain, but he cannot fix both, 
and whichever method is adopted, the supply tends ultimately to be 
adjusted at that point which will bring in the largest net revenue. The aim 
of the monopolist is to make the margin between his total receipts and 
his total expenses of production as great as possible. 

In determining this point of maximum net revenue, a number of 
important factors must be taken into consideration by the monopolist. 
In the first place, he must carefully estimate the demand for the 
product. If the product is a necessary for which no substitutes are 
available, demand will be inelastic , and changes in price will not 
greatly affect the amount demanded by consumers. Thus price may 
be raised well above marginal cost of production and an appreciable 
monopoly revenue may be obtained. In such circumstances, however, 
it will not be to the monopolist’s advantage to charge too high a price, 
for he would not only thereby encourage competitors, but he would 
also run the risk of State interference with his business. In few com¬ 
munities would a monopolist controlling supplies of a necessary 
commodity be permitted for long to exploit the community for his own 
benefit. Wherever such cases exist, there are usually good grounds for 
State control, as monopolies in respect of necessaries are conducive to 
speculation and over-capitalization, while they are antagonistic to the 
vital interests of consumers, and are generally detrimental to social and 

economic life. 

On the other hand, if the product is a luxury, or if substitutes are 
available, demand will usually be elastic, and changes in price may 
appreciably affect the quantity taken by the public. In such a case the 
monopolist will need to proceed with caution, and by a careful study 
of market conditions endeavour to adjust supply so that he obtains the 
maximum net revenue. Alternatively, as has been stated, he may hx 
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the price, and leave supply to be adjusted by the marginal utility of 
the commodity to purchasers. 

The ultimate check to the monopolist’s power to fix the prices of 
commodities in elastic demand is set by the limitation of purchasing 
power. Since the quantity of money in the hands of the community 
is limited, all commodities available compete for the consumer’s 
favour. The monopolist, therefore, may be subject to competition 
from commodities quite different from that which he produces, 
because the consumer, while considering how much of a certain 
commodity he should purchase at a given price, is at the same time 
considering whether that commodity could not be dispensed with 
entirely in favour of some other commodity, which may, or may not, 
be a substitute. 

Secondly, the monopolist must carefully estimate his costs of 
production for different quantities of his product. If he produces 
under conditions of increasing returns (or decreasing cost), cost of 
production per unit will fall as output increases : thus it may pay him 
to reduce his price, with the object of obtaining a greater net revenue 
on a larger turnover. In other words, he may find that a small profit 
per unit with a considerable demand may yield a greater total profit 
than a large profit per unit with a limited demand. On the other hand, 
if the product is obtained under conditions of diminishing returns (or 
increasing cost), it may pay the monopolist to limit his output and 
obtain a large profit per unit on a comparatively restricted sale. Even 
in the case of the monopoly of a commodity produced under diminish¬ 
ing returns, provided the demand is sufficiently elastic, a larger output 
might conceivably be more profitable than a small one, if, in spite 
of the fall in price which accompanies the increased supply, there is 
still a greater aggregate profit. 

Thus we may conclude that neither selling at the highest price nor 

selling the greatest possible quantity of goods will necessarily yield 

the largest monopoly revenue. The former may so reduce demand as 

to check profits, or it may encourage competition and the invention of 

substitutes or give rise to Government interference. An attempt to 

sell too great a quantity may lead to the production of part of the 

supply at such high costs as to negative the likely gain, or, again, supply 

may so exceed demand as to bring down the price below the marginal 

cost of production. The latter point is illustrated by the fact that 

when very large catches of fish are landed, it sometimes pays the 

trawler owners (who may be said to possess a local monopoly) to 

destroy some portion of the supply in order to force up price. It was 

also illustrated in the one-time almost complete Dutch monopoly of 

the trade of the Spice Islands : in years when the crop was plentiful 

part of the harvest was destroyed in order to maintain prices and 
monopoly revenue. 

Generally speaking, the monopolist who produces under increasing 
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returns finds it to his advantage to supply a large quantity at a low 
price. Thus he protects his own interests, not only by ensuring a large 
revenue but also by securing favourable public opinion, and by 
minimizing the likelihood of competition and of State interference. 

We are now in a position to review the conditions which must be 
fulfilled before a seller’s monopoly can be established and maintained. 
In the first place, the monopolist must be able to control the supply of 
the commodity which is actually available for consumers, or he must 
be abie to fix the price. As has been shown, the monopolist cannot 
fix both supply and price ; he must determine one of these and leave 
the adjustment of the other to demand. Secondly, the success of a 
monopoly implies ability to adjust supply or price to changes in 
demand without difficulty or delay, otherwise the monopolist may be 
involved in loss both of his profits and of his monopolistic control. 
For example, if demand falls and supply is not restricted, price may 
fall below marginal cost, and thus wipe out both the monopoly 
revenue and the normal profits of the producer. Thirdly, some control 
of substitutes is necessary if a monopoly is to continue, or, alternatively, 
a product which is as good as any available substitute must be supplied 
at a reasonable competitive price. 


Determination of Monopoly Price 

For purposes of illustration we may consider the imaginary figures 
given in the following table. These may be assumed to relate to a 
product which is manufactured under conditions of increasing returns 
and in respect of which the demand is elastic ; i.e., cost per unit falls 
as output increases and demand increases considerably as price falls. 


Output. 

Cost 

per 

Unit. 

Total 

Cost of 
Production. 

« 

Demand (or 
Sale) Price 
per Unit. 

Total 

Receipts. 

i 

Monopoly Revenue 
(i.e., total 
receipts less 
total costs). 


s. 

£ 

s. 

£ 

£ 

2000 

16 

1600 

18 

1800 

200 

3000 

15 

2250 

17.5 

2625 

375 

4000 

14 

2800 1 

16 

3200 

400 

5000 

13.6 

3375 

15 

3750 

375 

6000 

13 

3900 

14 

4200 

300 

7000 

12.6 

4375 

13 

4550 

175 


The supply will be fixed at that point where monopoly revenue is 
greatest, i.e., where there is the greatest margin between total receipts 
and total costs of production. This point is obtained when outpu is 
4000 units, and monopoly revenue is £400. After this point, increase 

supplies give a lower monopoly revenue. 
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A similar table can be constructed to illustrate the fixing of 
monopoly price under conditions of diminishing returns. 

In these illustrations it is assumed that the monopolist has complete 
control of supply and that he is guided bv self-interest alone that no 
substitutes are available and that the fear of Governmental inter¬ 
ference is absent. These assumptions are highly abstract, but the 
determination of monopoly price in practice tends, within limits to 
follow the theory fairly closely. Provided the monopolist is aware of 

price and cost conditions, he will produce more only if his profit is 
thereby increased. r 

•n T H ! ^ eman L d a J nd SU PP^ curves relating to a monopoly product are 
illustrated in the diagrams. Quantities of the product are measured 

along UY, and price per unit, as well as cost per unit, along OX. 

1. Increasing Returns. 



In this case, DD, is the demand curve representing fail * 
demand as the price increases, while SS, is the supply 8 ^ S,dS 
increasing returns and falls gradually as the output increases 

Under conditions of free competition the nrice of a 

profit" The object'of\h e ° monopo 1 is[ fr^wever'To^onfml su^ 

position than any other producer tter 

We may suppose, therefore, 'that supply is restricted to OG, and 
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that consumers will then pay QG per unit. The unit cost of pro¬ 
duction is, however, only LG, so that the monopoly profit is represented 
by the shaded rectangle QLCH (i.e., the difference, LQ, between 
price and cost of production per unit, multiplied by the total output 
in units). For a still smaller output OK, the demand price is RK, 
the unit cost of production is MK and the monopoly profit is 
represented by the shaded rectangle RMEF. Thus the larger the 
rectangle, the larger the monopoly revenue. It is, therefore, to the 
monopolist’s advantage when this rectangle is as large as possible, for 
then he receives his greatest surplus profit. 

2. Diminishing Returns. 



Quantities 


In this diagram, the curve DD 1 is the demand curve showing the 
fall in demand with every increase in price, while SS 1 , is the supply 
curve showing the rise in cost of production as output increases. Under 
free competition, price will be fixed at the point P, where the curves 
intersect, and at this point price will approximate to cost of production 
including normal profits. 

When, however, the supply is limited by the monopolist to OG, 
the demand price is QG, the cost of production is LG and the 
monopoly revenue is QLCE. When the supply is OJ, the demand. 
is TJ, the cost of production is NJ and the monopoly revenue is IJNim. 
Here, again, the object of the monopolist is to make the surplus 
represented by the shaded rectangle as great as possible. 

It is clear from the diagram that under conditions of diminis ng 
returns a much greater monopoly revenue may be obtained y 
restricting output and selling at a higher price. 
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In the same way as the monopolist of a certain commodity is able 
to raise price by restricting supply, so a strong trade union can raise 
wages by restricting the supply of labour. This it is able to do by 
restricting entry into the trade by means of insistence upon appren¬ 
ticeship, opposition to dilution, and the fixing of minimum wage rates. 
Usually, however, there are limits to the power of a trade union to 
force up wage rates. New inventions that revolutionize industrial 
processes make insistence on apprenticeship, and other forms of 
restriction on the entry of new workers, almost impossible in many 
trades, with the result that, if the trade union demands a higher wage 
than the industry can afford to pay, capital and entrepreneurial ability 
will leave the industry while the price of the product may be forced up 
to such an extent that consumers resort to substitutes. As a result, 
unemployment will ensue and wage rates will be forced down again. 

Thus, the effect of monopoly on price is almost exactly the same 
theoretically in all cases, whether we are considering the effective 
control of the supply of labour by trade unions, of commodities by an 
oil or tobacco trust, or whether the limitation is one imposed by 
Nature, as in the case of potash and camphor, or by artificial agreement, 
as in the case of the control of rubber production, or whether, again, 
it is partly natural and partly artificial, as in the case of diamonds. 
The theoretical study of the effect on price of any one of these helps 
us to understand the influence on price of others. 


Marginal Revenue 

An alternative diagrammatic presentation of the determination of 
monopoly price can be given by using the concept of marginal revenue, 
which we discussed in considering imperfect competition. Monopoly 
is an extreme form of imperfect competition ; and, in all respects, the 
monopolist is influenced by the same considerations as apply when 
competition is not free. If increased output is accompanied by a 
reduction in price, the reduction in receipts from the previously 
produced quantity now sold at a lower price must be offset against the 
extra revenue arising from the additional units, the exact reduction 
per unit being dependent on the elasticity of demand for the article. 

We can thus construct the following diagram to show how 
equilibrium is reached in monopoly conditions. 

Quantities of the product are measured along OY, and price per 
unit along OX. DD X is the demand curve. DR, the marginal revenue 
curve, depends for its slope on the slope of the demand curve. It will 
lie below the demand curve in all cases where demand is less than 
infinitely elastic ; in all cases, in other words, where an increased 
supply makes a difference to price. The less elastic the demand, i.e., the 
more steeply the demand curve slopes down to the right, the steeper 

G 
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will be the slope of the marginal revenue curve. MC is the marginal 
cost curve, and AC 1 the curve for average cost.* 



The monopolist carries production up to the point where marginal 
cost equals marginal revenue. Where these two curves intersect he 
will be producing the output OQ. At this level of output, the price 
will be PQ. Average cost will be QT, and profit (in the sense of the 
difference between price and average cost) will be PT. Total profits 
will be given by the rectangle SEPT. At this level of output the 
monopolist’s profit will be maximized. 

The same diagram can, of course, be used to indicate the deter¬ 
mination of price under imperfect competition, the only difference 
being that, if there is no absolute monopoly, i.e., no natural or legal 



Quantities 

conditions that prohibit entry, there will be a tendency for more finns 
to be attracted into the industry if profits in the industry are lg e 
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than elsewhere. Price would fall as output increased and the tendency 
would be for the rectangle SEPT to become progressively smaller. 
For the individual firm, equilibrium would be finally reached when 
SEPT representing greater than normal profits has disappeared 
altogether. That point would be reached when the average cost 
curve AC 1 is a tangent to the demand curve DD,. The figure would 
then be as shown in the second diagram on page 186. 

When this position had been reached no firm would be making 
excess profits and there would be no further inducement for firms to 
enter the industry. 


Monopoly Not Necessarily Detrimental to Consumers 

It is clear that the existence of a monopoly is not necessarily 
detrimental to the interests of consumers because monopoly price is 
not necessarily the highest price, and it may, in fact, be lower than 
would be a competitive price for the same article. This may result 
because of the greater efficiency and economy of the large organization, 
and because its costs of production under increasing returns may 
enable it to sell at a lower price than would be possible if a number of 
small competing firms were supplying the market. Again, monopoly 
prices tend to be fixed at reasonable and steady levels in order to 
maintain a favourable public opinion and obviate State interference, 
whereas competitive prices are not subject to similar restraints and 
may fluctuate considerably from time to time. Furthermore, where 
a monopoly organization has control of the retail prices charged for its 
products, it sometimes exercises a desirable effect by eliminating the 
unduly wide gap between wholesale and retail prices which under 
competition frequently exists. 

Further, the far-sighted monopolist knows that it will be 

ultimately to his advantage to please his customers in regard both to 

the product and to its price. His interest lies in extending sales and 

in making known his product to as large a circle of consumers as is 

possible. Thus, in the hope of eventual gain, he may reduce prices 

and improve his product even at the cost of immediate net revenue, 

and his inducement to do so is particularly strong, if, as is most 

frequently the case, the product is obtained under conditions of 

increasing returns. (See also “ Benefits of Perfect Competition ” 
page 154.) r ’ 

Price Discrimination 

It has been assumed throughout the foregoing discussion that only 
one price is charged by the monopolist for supplies of his product to 

* P urc k as f rs * But a characteristic of monopolistic policy is that 
inerent prices are charged for different portions of the supply of the 
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same commodity or service. Such price discrimination may be in respect 
of different persons or different trades, or different areas in the same 
community, or different communities. 

It is an essential condition of price discrimination that the com¬ 
modity or service sold should not be transferable from one market to 
another, for, if this were possible, people would buy in the cheap 
market and sell in the dear one. Such transfer is obviously impossible 
in the case of railway services (see below), or in the case of personal 
services, such as those of a doctor or lawyer. A poor man cannot sell 
at a higher price medical advice or legal aid which he has obtained at 
reduced fees, or even for nothing. 

Personal discriminations are necessarily difficult to impose, and 
may arouse such opposition as ultimately to endanger the monopolist’s 
position. Nevertheless, such discriminations do actually exist, and on 
economic grounds little objection can be made to the monopolist’s 
charging different prices to different consumers. The monopolist may 
sell little of his product in a poor district or to the poorer classes 
generally unless he reduces the price below that which he is able to 
obtain in a fashionable quarter or from the wealthier classes generally. 
He may also find it to his advantage to reduce his usual charge to 
people who have access to substitutes or who have little real need for 
the commodity which he offers. Thus we find examples of such 
discrimination in the differential charges made by medical men and 
dentists to persons of different social position and of varying incomes. 

Instances of trade and local discriminations are even more common. 
They involve the favouring of one trade at the expense of others, 
or the selling of a product in one district or country on more favourable 
terms than are charged in other areas. Such differential charges may 
be made in order to favour more powerful customers, or in order to 
destroy competition in a particular area, or in order to maintain sales 
in a district where strong competition exists. In the United States, 
monopoly organizations adopted the policy of selling at low prices 
in some districts in order to capture markets and ultimately force 
competitors either to give up producing or to combine with the 
stronger organization and so give it a greater degree of monopolistic 
power. This power is then applied to control price in various ways ; 
for example, by means of the boycott , i.e., refusing to supply certain 
goods to the retailer until he agrees to comply with prescribed condi¬ 
tions ; the tying agreement , i.e., where supplies are promised only on 
condition that no competing products are sold within a given period, 
and retail price maintenance , i.e., supplying retailers on condition that 
scheduled prices only are charged for the monopolized products. 

All such devices necessarily restrict freedom of competition and 
impose conditions on the retailer and the public, with results that are 
recognized as detrimental to the community generally. The extent to 
which monopoly concerns in the United States were thus enabled 
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to manipulate prices resulted in the passing in 1914 of the famous 
Clayton Anti-Trust Act, forbidding such methods, which are 
considered to be in restraint of trade. 


Railway and Shipping Charges 

Some of the most interesting and involved problems of monopoly 

power and price discrimination occur in connection with the charges 

made by railway and shipping lines for the carriage of passengers and 
goods. 

Railway Charges. —In certain districts railways have almost a 
monopoly of traffic, while in other areas there exists the most intense 
(and sometimes destructive) competition between competing lines, or 
between railways and road, river, canal or sea. In some cases, 
therefore, railway charges may be adjusted on almost purely mono¬ 
polistic principles, whereas in others the problem of the determination 
of rates is exceedingly complex. 

The supply of railway services is subject to certain marked 
peculiarities which are intimately related to the problem of the deter¬ 
mination of rates for traffic. In the first place, railway facilities are 
frequently, though by no means always, of a monopoly character. 
Comparatively rarely is one district served by two or more railways of 
equal efficiency and convenience. Nevertheless, the competition of 
road, river, canal and sea transport tends continually to reduce the 
monopoly of the railway. Secondly, railway construction usually 
involves Government sanction as well as a large investment of fixed 
capital, while the maintenance of the services necessitates such high 
standing charges that competitive undertakings are difficult to start 
when once a route is established as a going concern. Thirdly, the 
problem is complicated by the fact that the same line may carry 
passengers of every class and goods of every value, quality and 
description, while there may be very marked differences in the nature 
of the traffic carried by branches of the same system in different 
districts. In the fourth place, it must be noted that whereas in its 
early stages a railway system is an “ increasing return business,” i.e. 
every addition to the quantity of traffic adds more to the revenue of 
the railway than to its costs, yet a time may be ultimately reached 
when traffic outgrows equipment, and diminishing returns set in 
until the necessary additional plant can be provided. 

Further, the rates charged by a railway for goods traffic must be 
fixed only after careful estimation of “ terminal ” charges, i.e., the 
costs which have to be incurred by the railway itself or by the persons 
utilizing its services, for the collection and delivery of goods carried. 
If such charges are borne by the railway, they necessarily add to its 

Si lf ^ arC ^° rne by the pubIic > the y add to the expense of 
ay services and may induce business men to adopt less costly 
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means of transport, such as road motor services which collect and 
deliver actually at business premises. 

The general principle is that a railway charges what the traffic will 
bear. It will not charge less than the specific cost of performing any 
particular service, but subject to that consideration it will charge what 
the traffic can be made to pay ; in other words, the upper limit will 
be determined by the elasticity of demand. This principle is known as 
the Value of Service Principle. Commodities are divided into classes 
according to their freight-bearing capacity. Thus, expensive machines 
can obviously stand a higher cost of transportation than coal, for their 
cost of transport is but a minute proportion of the selling price, 
whereas, in the case of a bulky commodity like coal, transport cost is 
a very important item. Without such discrimination, it is possible 
that a railway company could not pay its way. If the same rates were 
charged for the carriage of coal and machines, a low rate might not 
provide sufficient revenue, while a high rate would drive away the 
coal traffic. By a policy of discrimination, a sufficient quantity of coal 
and of machines can be carried to provide the revenue necessary for 
profitable operation. 

To some extent railway rates also vary according to the Cost of 
Service Principle. This means that the rates are determined by such 
considerations as the speed of transit required ; the quantity of the 
particular type of goods carried ; the convenience of handling the 
goods and the risk of breakage involved in their carriage. 

An important consequence of the Value of Service Principle is 
that not only may rates vary for different commodities over the same 
distance, or for the same commodity over different distances, but also 
that different rates may be charged for the same commodity over the 
same distance according to whether the route is competitive or 
non-competitive. For example, comparatively high rates may be 
charged for the same service in areas where little competition exists, 
or where relatively little traffic is carried, while very low rates may be 
charged between two points where two or more lines are in competition, 
or where the railway is subject to the competition of other forms of 
transport. Also, through rates between any two points may be less 
than the rates between one of those points and an intermediate place 
on one of the lines, for, although competition exists between the two 
points, there may be no competition for traffic to intermediate places. 
Finally, rates on a branch line with comparatively little traffic may c 
higher for the same service than rates on a main line with considera e 

traffic. . , 

In all such cases, the differential rates may be justified from tne 

point of view of the railway company, but they frequently result in 
hardship to producers and consumers using the railway to transpo 
goods. For example, market gardeners on a branch line carrying 
relatively little traffic and with no direct transport competition ma) 
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be charged higher rates than similar producers for the same market 

on a main line, though the distance in the latter case may be much 
greater. 

In every country railway rates are controlled in greater or less 

degree by the State. In Britain, before 1948, they were controlled by 

a Railway Rates Tribunal, set up under the Railways Act, 1921. This 

Tribunal classified goods into twenty-one groups, in respect of which 

maximum rates were fixed, but the companies were given power to 

charge lower rates and, in certain cases, with the ITibunal s approval, 

to fix special rates for certain goods. The Transport Act, 1947, set up 

a new I ransport Tribunal to formulate regulations for the determination 
of railway rates. 

In some cases, government control of railway rates is necessary 
because of unfair and corrupt discriminations, i.e., cases where 
railways have favoured certain powerful organizations or wealthy and 
important customers or certain districts by granting them reductions 
in the normal transport charges. “ Some discriminations are paternal 
sacrifices for the benefit of weak industries, from which the railways 
hope to reap their reward in due time. Some are strategical movements 
for the capture of traffic, which otherwise would not come to them ; 
and these occasionally have in the background an evil purpose of 
destroying competitive routes in order to strengthen a monopoly.” 1 

is generally condemned, it does not follow 
that it brings no benefits. The justification for discriminating rates 
depends on the nature of the case. The fact that low rates are charged 
to some users may prevent the high rates being higher than they 
actually are. There are some persons who must use the railway 
whatever the rates charged. The fact that the raihvav, bv running 
excursions at very low prices, can add to its revenue, results in rates 
to normal users being lower than they otherwise might have been. 
As a general rule, any reduction in price to those who would not 
otherwise use the service has the result of lowering the price of the 
service to those who have the greatest need for it. The same argument 
applies to the varying rates charged for electricity supplies. 


Shipping Charges.— From 1875 onwards there developed a 
tendency—-particularly so far as Britain is concerned—for the 
shipping lines serving particular routes to combine into “ Confer- 

T the . COntrol 1 of car 8° rates charged for different classes of 
traffic, and for the regulation of conditions of carriage. Such combina¬ 
tions are in a position to exercise a high degree of monopolistic power 
permitting them to restrict competition in their respective “ spheres 
influence to discriminate in favour of certain classes of traffic and 

f|i ha ' ge f those ™ tes wh ‘ch, in all the circumstances, will yield the 
highest net gain for the services rendered. 


1 Marshall, Industry and Trade , III. v. iv. 
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As in the case of railways, the shipping conferences are subject to 
a certain degree of competition, chiefly from tramps , i.e., smaller 
independent vessels which accept any kind of cargo and are bound to 
no particular route. To meet this competition the conferences make 
use of their monopolistic powers to bind shippers to support the 
conference lines only, in return for a regular and adequate service, by 
the device known as the deferred rebate (i.e., a rebate on the total freight 
paid by the shipper) which is .returned at the end of a period if the 
shipper’s support has been unbroken. 

On certain shipping routes deferred rebates have been made 
illegal, and have accordingly been replaced by the so-called agreement 
system. Under this system the shippers and the shipping company 
enter into a contract, whereby the shippers agree to give their support 
to the lines in question, while the companies agree to maintain a regular 
service, to provide sufficient tonnage for ordinary trade needs and to 
maintain stability of rates. 

It has sometimes been maintained that such powers are used to 
the prejudice of traders, and in this and in other countries the powers 
of the shipping conferences have consequently been the subject of 
inquiry by specially appointed commissions. From the evidence given 
there would appear to be little doubt that the conferences have 
generally resulted in the supply of a regular, speedy and efficient 
service on the most important sea routes at rates which are claimed to 
be steady and reasonable, but that their attempts to bind shippers and 
to eliminate competition for sea-borne traffic might, if uncontrolled, 
ultimately prejudice consumers generally and possibly affect national 
and imperial interests. 


Dumping 

Dumping usually implies the selling of goods in a foreign market 
at a lower price than in the home market, or at a price which is below 
cost of production. It is a device frequently resorted to by monopolistic 
undertakings, and may be adopted either to capture foreign markets, 
or to dispose of the surplus of goods produced as a result of an incorrect 
estimation of demand, or in order to obtain the benefits of increasing 
returns. 

Thus, in regard to the last form of dumping, a manufacturer who 
wishes to obtain the benefits of production on a large scale may be 
prepared to dispose of that portion of his product not required for the 
home market at any price so long as it covers prime cost of production 
per unit of the product. Naturally, the difference between the home 
and foreign price must be less than the cost of return freight plus the 
amount of any tariff which may be imposed on the goods, otherwise 
they would be bought in the foreign market and re-exported to the 
home market. Dumping of this kind may thus enable a monopolist to 
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maximize his profits, but it is a form of international price discrimina¬ 
tion which results in the foreign consumer being favoured at the expense 
of the home consumer. 

Dumping in order to capture foreign markets was at one time 
resorted to on a large scale, particularly by Germany in the open 
markets of Britain and in other countries where no prohibitive tariffs 
existed. The principle is to maintain low prices until the foreign 
producers are driven out of competition, and thereafter to raise prices 
in order to restore profits. Such methods are necessarily disadvan¬ 
tageous to the foreign country : they result in fluctuations in prices, 
in dislocation of trade, and may cause unfair hardship to both producers 
and consumers. For these reasons most Governments, in recent years, 
have passed legislation with a view to preventing the dumping of foreign 
goods in their markets. Dumping can also be restricted, if not 
altogether stopp'ed, by the imposition of heavy import duties on the 
commodities dumped, but such measures have necessarily to be 
applied with great caution, as they may react ultimately to the dis¬ 
advantage of home consumers by depriving them of cheap foreign 
goods. 6 

The dumping of surplus products caused by a faulty estimation of 
the home demand is also frequently resorted to by large organizations. 

By so doing they obviate a fall in the home price of their product and 
thus maintain their monopoly revenue. 

Dumping can also be carried on in the home market. At one time, 

was keen competition between the Westphalian and 
the Silesian coalfields for the Berlin market, with the result that coal 
was cheaper in Berlin, midway between the two coalfields, than in the 
coalfields themselves, even after the heavy freightage had been paid. 
Such cases are, however, rare, and dumping is more usually adopted in 
international trade. (See also post, Chapter 28.) 


Buyers’ Monopolies 

Monopolistic combinations among buyers of any service or com¬ 
modity are comparatively rare, for two reasons. In the first place 
a buyer is usually in a position to purchase from a number of sellers’ 
and thus to bargain for a price which he considers satisfactory’ 

control Y ' lf T SUPP L y ° f 2 commodit y ^ subject to monopolistic 
control a purchaser who requires the commodity must pay the price 

demanded or go without. Thus we find that such combinations Ts do 

exist among purchasers have generally been formed in order to lessen 

the disadvantage of the individual buyer when faced with a 
combination of sellers. 

The result of a strong buyers’ monopoly is to compel sellers to 
accept the buyers terms for the product or service. Thus for a short 
period price may be forced below cost of production, although it will 



194 


ELEMENTS OF ECONOMICS 


ultimately be restored by the ensuing shortage in supply caused by 
the withdrawal of labour and capital from the industry. On the other 
hand, a buyers’ monopoly is generally ineffective in regard to a 
necessary raw material or food, the demand for which is inelastic, for 
in such cases supplies must be purchased in any event. 

Possibly the best example of a buyers’ monopoly is to be found in 
the case of combinations of employers of certain types of labour, for 
in such cases the labourers have usually to submit to the terms offered 
by the association of buyers of their services. 


PUBLIC CONTROL OF MONOPOLY 

From the brief examination of the theory of monopoly price made 
in this chapter, it will be clear that, in spite of numerous “ circum¬ 
stantial safeguards,” 1 any monopolistic power in the hands of producers 
may easily be used detrimentally to the public interest. But although 
various devices (e.g., State control of prices, profit limitation, taxation 
of excess profits and State competition) have been adopted in different 
countries at different times in an attempt to combat this danger, the 
tendency nowadays is to encourage rather than interfere with the 
formation of large units so that the community shall benefit from the 
economies of large-scale production and centralized direction, with 
consequent lower prices for essential goods and services. 

The most striking example of legislative action against monopolies 
is afforded by the United States Anti-Trust laws. In 1890, the Sherman 
Anti-Trust Act prohibited under severe penalties “ every contract or 
combination in restraint of inter-State and foreign commerce and every 
monopolization or attempt to monopolize such commerce.” In 1914, 
the Clayton Anti-Trust Act extended the Sherman Act and prohibited 
or restricted certain practices which had put powerful weapons in the 
hands of the trusts, such as price discrimination, tying contracts, 
interlocking directorates, and the holding by one company of stock in 

another. # . 

While the curbing of unfair methods of competition is desirable, 

the general result of repressive legislation in the United States has 
been one of failure. The Acts have been whittled down by Court 
decisions, and the prohibition of all agreements in restraint of trade 
has encouraged the fusion of firms into great amalgamations. 

In Britain, in 1918, the Government Committee on Trusts, 

1 These are—(a) The possibility of substitutes, or, as it is often called, “ collateral 
competition.” ( b ) Potential competition. (c) Competition among combination- 
(d) Co-operative competition. This is especially important m this country, wher 
co-operative movement has made most headway. ( e ) Foreign competition. (/ ) 
‘social conscience” of producers. ( g ) Fear of public opinion and legislation. 
(k) Competition of other commodities which are non-substitutes. 
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appointed to consider the question of combinations, predicted a great 
extension of monopolization in British industry, and suggested that, 
whilst it was difficult if not impossible to devise suitable regulative 
machinery and to decide what were “ reasonable ” and what were 
“ unreasonable ” prices or profits, the public’s greatest safeguard 
against the abuses of monopoly w f as to be found in full publicity 
regarding the nature, scope, objects and profits of combinations. 

Publicity serves three useful purposes. By making known the 
profits of business concerns, it stimulates the flow of enterprise and 
capital into industries in which the demand is greater than the supply ; 
by bringing the operations and effects of combination into the light, 
it dispels many unfounded suspicions on the part of the public ; and 
by ensuring that extortion is publicly pilloried, it does much to prevent 
its being practised. 

Since the publication of the Report on Trusts, there has been a 
marked extension of monopolization in Britain. The advantages arising 
from collective organization and the concentration of production in 
the most efficient units have become increasingly evident. In certain 
cases, e.g., road transport and the railways, combination has resulted 
in a more efficient and economical service, while the rationalization of 
industry which began in this country in the twenties of the present 
century proceeded effectively only by the creation of large productive 
units, because it involved the complete reconstruction of certain 
industries and the elimination of inefficient units and plants. 

Conditions arising out of the Second World War led to still greater 
development ; the need for economy and for the concentration of 
effort on war products led to the closing of many units and to intense 
concentration of production in other units. 

After the war, many of the merged concerns regained their separate 
identity and resumed independent production. In many industries, 
however, the trend towards large industrial units has continued. An 
outstanding example was the formation in 1947 of the Steel Company 
of Wales, to carry out a long-term programme for the modernization 
of tinplate and sheet steel production. Sponsored by nearly all the 
South Wales producers, the scheme involved the raising of new 
capital to a total of £50,000,000, largely through the state-aided 
Finance Corporation for Industry. 

In 1948, greater control of monopolies in Britain was introduced by 
the Monopolies and Restrictive Practices (Inquiry and Control) Act , 
whereby the Government can declare unlawful and require to be 
terminated any arrangements wffiich, after investigation by the Monopoly 
Commission, are considered to be against the public interest. 
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CHAPTER 16 


NATURE OF DISTRIBUTION 


It is sometimes stated that Distribution is the most interesting and 
at the same time the most difficult branch of the science of Economics. 
It is of interest because each of us belongs to one or other of the great 
classes of producers, and must necessarily be concerned with the 
principles which determine our share of the world’s goods. The subject 
is of extreme difficulty because it must examine the frequently antagon¬ 
istic claims made by the several classes of producers to the wealth that 
results from their combined efforts. While in Production harmonious 


co-operation is essential if the product is to be adequate and satisfactory, 
the distribution of the resulting quantity of wealth necessarily entails 
a certain friction. Inequalities and disputes are unavoidable, and while 
it is not part of the economist’s task as a scientist to justify or condemn 
on moral or ethical grounds the existing or proposed distribution of 
wealth, he must nevertheless be ready to consider the many conflicting 
claims in pursuing his investigation into the principles on which that 
distribution is based. 


Now the amount of welfare or benefit that is derived from economic 
wealth is greatly influenced by the evenness or unevenness of this 
distribution. At present, wealth in most modern industrial com¬ 
munities is most unevenly distributed, with the result that there are 
wide differences between the standards of living enjoyed by different 
classes. The rich can satisfy their most extravagant fancies ; often 
the poor cannot fully satisfy their vital needs. It will be apparent that 
such unequal distribution is not likely to yield as much welfare a9 
would result from a more even division of the product of industry. 

Moreover, since, as we have seen, production is guided by effective 
demand, and not by need untranslated into demand, the distribution 
of wealth reacts upon the character and direction of production. If the 
poorer classes are too poor to translate their needs or wants into effective 
demand (i.e., to purchase the goods they need), production will largely 
be directed to satisfying the effective demands of the wealthier classes, 
who can afford to pay for what they require. It is for this reason that 
we find in modem States a growing sphere of communal provision, 
i.e., increasing provision by the State of educational, housing an 
public health facilities. In making such provision the State recognizes 
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that effective demand may frequently be a blind guide so far as real 
need is concerned. 

What is to be Distributed ? 

In a previous paragraph we have referred to the division of the 
“ product of industry.” This is a comprehensive term that requires 
further definition. The worker may require for his personal use little 
or none of the commodity he produces. The diamond polisher may 
never wish or have the means to possess a single diamond. The boot¬ 
maker can conveniently use for himself and his family only a very 
small part of his annual output. With the march of progress, the 
Natural Economy —wherein each worker consumed his own produce— 
was replaced by a Money Economy , where the worker is paid not in 
kind but in money, i.e., with tokens that are in the nature of orders 
on the community for any goods it can supply. 

In our study of Distribution we cannot contemplate the sharing of 
the product of the labour of one individual or of one class of individuals. 
We must take a much wider view, and may regard the contribution of 
each productive unit as being added to a vast reservoir of wealth into 
which flows continually the result of the efforts of all classes in the 
community. The reservoir represents the National or Social Wealth of 
the community, which from day to day i=> being added to by its 
economically active citizens, and, on the other hand, is being continually 
drained by four great streams that together constitute the National 
Income and individually form the incomes that flow respectively to the 
providers of the four factors of production—landowner, labourer, 
capitalist and entrepreneur. 

National Income 

The amount to be distributed among the factors of production 
during any given period, which may for convenience be regarded as 
one year, is therefore the aggregate value in terms of money of all 
goods produced and of all services rendered by the agents of production 
during that period, after deducting from the gross value the value of the 
materials and equipment used up in the process of production during 
the period. In other words, we may say that the amount to be 
distributed is the net value created by production in the community 
within the relevant period. “ The labour and capital of the country, 
acting on its natural resources, produce annually a certain net aggregate 
of commodities, material and immaterial, including services of all 
kinds. This is the true net annual income, or revenue, of the country.” 1 

Clearly, the annual addition to a community’s wealth is made up 
not only of the total of consumers’ goods (including services) produced, 
but also of any increase in the capital goods or investments of the 


1 Marshall, Principles , VI. i. x. 



198 


ELEMENTS OF ECONOMICS 


community during the same period. Moreover, if the capital goods or 
investments are less at the end of the period than at the beginning, the 
difference has to be deducted from the total of consumers’ goods to 
find the net annual value that has been created. 

It is possible to obtain only a rough estimate of this national 
income (e.g., by reference to wage statistics and income tax returns), 
for so many factors have to be considered and there are so many 
services—such as those of housewives—that cannot be evaluated in 
any way. In Britain, official estimates are published annually in the 
White Papers on National Income and Expenditure, and become more 
reliable as more detailed and accurate information becomes available. 

It is important both to the community as a whole and to each of its 
inhabitants that the National Income should be as large as possible. 
The larger the income of the community, the greater usually is the 
people’s well-being. As a rule, the National Income is largest in the 
community that has made most economic progress. National Income 
and economic progress react on one another and both depend on the 
factors that make for national productive efficiency and the most 
effective use of national resources, such as the standard of education, 
of industrial equipment, technique and organization. The greater the 
development of these factors, the larger the National Income and the 
more marked the economic progress of the community. 


Division of the National Income 

From the total of the annual National Income flow the several 
shares accruing to the landowner, the capitalist, the labourer and the 
entrepreneur respectively in the form of rent, interest, wages and 
profits. The more efficiently these factors co-operate with one another, 
the greater is the economic progress of the community, the greater the 
annual National Income and the larger the share of each factor. 

Although such shares are normally received in the form of money 
or its equivalent, such money merely represents the real reward - 
a portion of the total commodities produced—and its amount necessarily 
varies considerably in the same country from time to time, and also at 
the same time in different countries, according to the relative pro¬ 
ductivity of the industrial organization. If trade is good and production 
is in full swing the share of each factor is likely to be increased. On the 
other hand, a period of depression or the occurrence of a great calamity 
is in the long run as disastrous to one class as it is to another. 

The total of the National Income of any country represents not 
only the reward which flows to land, capital, labour and enterprise: 
it is also the total available in the hands of all members of the com¬ 
munity for purchasing goods and services. It represents the value of 
the total demand of the community for the products of its people. 
Thus if part of the National Income ceases because of the loss of the 
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Capital by which it is created, the demand for goods and services must 
be reduced, and the community as a whole must suffer. 

It should be emphasized that in discussing the distribution of the 
National Income we are concerned primarily with its apportionment 
to the several factors of production, and not with its distribution among 
individuals. Although we may refer generally to the landowner as 
receiving rent, to the labourer as receiving wages, and so forth, it is 
clearly impossible to analyse the problem of distribution in so far as it 
applies to each man and woman, but it is possible to aggregate the 
individuals in a community into appropriate classes corresponding to 
the four factors of production. Again, we have already seen that one 
individual may supply some or all of the factors, and he therefore must 
receive more than one class of share of the product. 

There are many individuals (e.g., young children, old age pensioners, 
the insane and the permanently sick) who cannot and do not make any 
contribution to production ; they do not provide any of the factors. 
Such people, however, receive their share of the National Income either 
from or through a relative who does contribute to production, or in the 
form of an allowance or of direct support from the State. 


Share of the State 

As civilization progresses, the work and importance of the 

machinery of State continually increase, while the influence of that 

machinery on production becomes ever more profound. In all countries 

an appreciable part of all individual income is taken by the government 

for the discharge of its manifold functions, while in many countries 

the State itself conducts productive enterprises on an extensive scale. 

In so far as the State actually undertakes productive work, its position 

is not greatly to be distinguished from that of a great corporation : the 

inhabitants who provide the necessary capital ultimately gain or 

lose according to the success or failure which attends the undertakings. 

But much State revenue is applied for purposes that are not directly 

productive, while some of its expenditure—such as that on war—is 
clearly unproductive. 

T he share of the National Income that accrues to the State is 

considerable, but, as the greater proportion of State revenue is collected 

from the incomes of its members, it is not regarded as a fifth share of 

the product of industry that has to be distinguished in analysing the 

system of distribution, nor is it included in computations of National 
Income. 


Private Income and Private Property 

• ^ ^ ^ y ^ ^ ^ economist does not seek to 

investigate the principles upon which individual incomes are deter¬ 
mined he must nevertheless recognize the existence of private 
ownership and the fact that the shares of produced wealth earned by 
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the factors of production are subdivided into private incomes and 
ultimately become part of individual wealth. He must recognize also 
that changes in the laws of property and in the protection of individual 
rights exert a considerable influence on production and so react on 
distribution. If such laws are unjust or if such protection is inadequate, 
the incentive to produce is diminished, whereas a high degree of 
security and a strict recognition of private rights in property tend, 
other things being equal, to a continuous growth in productive 
enterprise. 


Summary of the Problem of Distribution 

The problem of distribution involves three main questions :— 

1. How much is there to be distributed ? This has been briefly 
answered in the foregoing paragraphs. 

2. To whom or to which factors are the shares to be apportioned ? 
As we have seen, the four factors of production—land, capital, 
labour and enterprise—are rewarded tor their services by the 
respective shares called rent, interest, wages and profits. 

3. What determines the share of each group , and of individuals 
in that group ? 

The main difficulties of Distribution arise in connection with the 
last question. How, for example, are the services of the landlord and 
labourer valued ? What force or consideration decides the proportion 

of each factor that is used in production ? 

In our consideration of Production we saw that the entrepreneur, 
to achieve maximum efficiency, uses each factor of production up to 
the point where the marginal productivity of that factor just covers its 
cost. The community as a whole employs the four factors in the same 
way, and their value is determined, other things being equal, like the 
value of all other things, by the marginal need of industry generally 
for each factor, i.e., by the need of consumers in the aggregate, who 
by means of demand direct the current of production. “ It (i.e., the 
National Income or Dividend) is distributed among them (i.e., t e 
agents of production), speaking generally, in proportion to the nee 
which people have for their several services—i.e., not the total need, 
but the marginal need. By this is meant the need at that point, at 
which people are indifferent whether they purchase a little more or 
the services (or the fruits of the services) of one agent, or devote their 
further resources to purchasing the services (or the fruits of the 

services) of other agents.” 1 ... r - _i 

The determining factor is therefore the principle of marginal 

utility as applied to the demand for the several agents. Each agent is 


1 Marshall, Principles , VI. II. vi. 
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used in production as far as it is profitable so to use it. Always and 
everywhere the Principle of Substitution is in operation, and changes 
in the proportion of the various factors are continuously being made 
in order to achieve a maximum output. Capital, in the form of new 
and improved machinery, is being continuously substituted for labour ; 
improved organization may bring equal or improved results with the 
same or a less than proportionate outlay on the other three factors. 
There is continuous competition between the various factors for use in 
production, and while employers in the aggregate may be said to 
determine the relative proportions of land, labour and capital employed 
in production, the proportion and value of the services of the employer 
are fixed also by the fundamental law of value, of demand in relation 
to supply. The marginal productivity of each factor determines its 
value to the community, and that value fixes the proportion of the 
product of industry which finally flows to each agent. 

Although the respective shares of the several factors of production 
are theoretically determined in accordance with the general Law of 
Value, many causes operate to restrict or prevent the full working of 
the law in the determination of those shares. Combinations of workers 
or of employers, control by the State, custom, tradition, prejudice, 
charity and injustice, these and other forms of economic friction may 
operate to prevent the unrestricted working of economic forces and 
alter the proportions in which the National Income is distributed. 

In the long run, the Laws of Supply and Demand will tend to 
operate, but it may be to the advantage of the community—or of a section 
of the community—to restrict or otherwise control their operation. 
According to the economist, the rate of wages in any trade is 
determined, under free competition, by the general Law' of Value—by 
the relation between the supply of, and the demand for, labour. But 
no economist would deny that the fixing of a minimum wage, 
particularly for sweated trades, is a justifiable interference with the 
free play of economic forces, although such interference is based 
chiefly on moral and ethical considerations and may not proceed by 
any definite economic plan. 

State intervention in fixing standard w'ages, regulating hours of 
work, modifying the distribution of wealth by taxation, and in 
providing social insurance and communal amenities, has the effect of 
ensuring greater equality and of strengthening competition, so enabling 
the weaker factors of production to bargain more effectively for their 
due share of the National Income. 



CHAPTER 17 


RENT AND ITS DETERMINATION 

The term “ rent ”—often understood to mean payment for the use of 
land—requires careful consideration because of the many different 
senses in which it is applied. Thus it may be used to mean the payment 
made by a tenant to his landlord for the occupation of a farm or an estate; 
or the payment made for the use of a house, including the ground on 
which it stands ; or the revenue received by the State or by the owner 
of a forest, a fishery or a mine in return for the right to extract timber, 
fish or minerals therefrom. 

In some of these applications of the term, there are elements other 
than payment for the use of land, e.g., there may be a payment for 
interest and depreciation on capital invested in houses, buildings, 
machinery, mine sinking and exploration, and there may be an allowance 
for profits. 

In the rent paid for the tenancy of a house, the payment for such 
elements as interest and depreciation is usually much greater than the 
payment for use of the site. The payment for the latter may, in fact, 
be made separately in the form of “ ground rent,” in which case the 
whole of the payment to the houseowner consists of income on capital 
invested in the building, including not only interest but also depreciation 
allowances, remuneration for risk, and possibly also a certain proportion 
of profits for enterprise and management. Similarly, the rent paid for 
a farm in an old country consists largely of interest on capital expended 
in past years by the owners, and of allowances for depreciation of the 
farm buildings, for drainage and for hedging. 

Peculiarities of Land as a Factor of Production 

The term “ land ” as now used in Economics denotes all the 
natural agents employed by man in production. Earlier economists 
used the term in a more restricted sense, and, in seeking to analyse the 
nature of rent (i.e., the payment for the service of land in production), 
they confined their attention chiefly to agricultural land, or in their 
own words, “ to the natural and indestructible powers of the soil, and 
they stressed certain attributes of land which, they considered, distin¬ 
guished it from the other factors of production, viz :— 

1. Fixed in Quantity. —Land differs from the other 
factors of production in that its total quantity and situation are 
fixed. An increase in the demand for land cannot be met by an 
increase in the total quantity of land in existence, although it may 
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lead to an increase in the area of land applied in production, or, by 
the application of fertilizers and improved methods, to a more 
intensive cultivation of the area already in use. In other words, the 
supply of land is inelastic : a rise in the price of land cannot lead 
to an increased supply. 

These considerations induced the older economists to explain 
the determination of rent by factors other than cost of production. 
David Ricardo and his followers considered that wages were deter¬ 
mined by the “ cost of production ” (i.e., by the minimum level of 
subsistence) of the labourer ; that interest on capital represented 
the “ cost of production ” of capital or the payment necessary to 
induce people to abstain from consumption and to save. But they 
could not apply such reasoning to land, because, being permanent 
in form and not produced by man, land has no cost of production. 

2. Differences in Fertility. —The Ricardian School found 
a basis for their theory of rent in the fact that, because of differences 
in the composition of the soil and in topographical and climatic 
conditions, different areas of land vary greatly in fertility. Thus, the 
soil of France, famed for its fertility, and the Red Basin of China 
(Szechwan), subject to an unparalleled intensity of cultivation 
without much apparent exhaustion, may be contrasted with the 
infertile moors of Yorkshire, with the boggy marshes of Eire, or 
with the arid wastes of the Sahara and Kalahari Deserts. Because 
it faces the sun, the south side of a mountain range in the northern 
hemisphere is generally more productive than the north side ; vines, 
for instance, are cultivated on the southern (but not on the northern) 
slopes of the mountains of Switzerland and of Northern Italy. 

This factor of fertility is clearly of first importance in deter¬ 
mining the monetary estimate placed on the value of land by its 
owner and by the tenant. 

3. The Influence of Location. —Other things being equal, 
a farmer prefers to cultivate a plain rather than a hillside, and can 
more profitably produce grain or vegetables for a town market on 
land near that town rather than on land at a distance, because his 
costs of production are increased by any trouble and expense in¬ 
volved in transporting the produce and his food and implements. 
Other things being equal, land advantageously situated in reference 
to the market for its produce commands a higher income and 
value than land less well situated. 

The reservation “ other things being equal ” is important, 
because transport and communication with land at a distance may 
be easier and quicker than with land close at hand. And as means 
of transport and communication improve, distant areas become 
more accessible. Land situated near a railway line or arterial road 
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is normally more valuable than land which, though nearer the 
market, is further away from lines of communication. 

The advantages of situation may in some cases outweigh the 
disadvantages of low fertility, while the most fertile land may be so 
inaccessible as to make its cultivation unprofitable. As distance 
from the market and costs of transport and communication increase, 
the advantage due to situation decreases. 


THE CLASSICAL THEORY OF RENT 


With these considerations in mind, we can consider the Classical 
Theory of Rent, usually associated with the name of David Ricardo. 

Ricardo and his followers postulated an uncultivated tract of land 
(e.g., in a new country) settled by a small colony of men. They argued 
that, so long as there was plenty of good land available for anyone to 
appropriate, no payment would be made for any of the land and no 
rent would arise. Only the best available land would be used, and the 
monetary return from the sale of produce would tend just to cover the 
cost of cultivation, including normal wages and minimum profits. 
The return would not be greater than this, because competition between 
the cultivators would tend to restrict any increase in the price of the 
produce and to keep down the net return to each cultivator. 

They next assumed that, as population and the demand for produce 
increased, all the best land would be taken up, and that, methods of 


cultivation remaining the same, some settlers would have to resort to 
inferior land to get the extra produce required. For the same expendi¬ 
ture of capital and labour, and with the same methods of cultivation, 
this land would yield less produce than the superior areas ; e.g., in 
return for a certain outlay of labour and capital, the net produce of the 
best land might be 30 bushels an acre and the net produce of the 
second best land 28 bushels an acre. As the produce of all the land 
would be sold at the same price, that price would have to cover the 
cost of production on the poorer land, which otherwise would not 
continue in cultivation. Accordingly, a new settler could obtain a net 
product of 28 bushels per acre either by cultivating some of the second 
grade land, or by hiring some of the best land from one of the early 


settlers and paying him the difference of 2 bushels per acre per annum. 

In this way, it was argued, competition between cultivators would 
ensure that any surplus over costs of production, including normal 
profits, would go to the owner of the superior land. The owner could 
not get more than this difference, otherwise the settlers would prefer 
to cultivate the inferior land. On the other hand, he would not accept 
less because the competition of new cultivators for the land would 
force up the price they would pay until the whole of the difference 
between the two grades of land was taken by the landowner. 

According to the Classical theory, this surplus, differential gain, 
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or residue, obtained by the use of better class land, is economic rent , 
and is measured in terms of actual produce, although for greater 
convenience it may be expressed in terms of money. 


The Margin of Cultivation 

The Classical theorists further argued that, if population increased 
until all the second grade land was absorbed, new cultivators would 
have to resort to land of still inferior grade, yielding perhaps only 
26 bushels per acre for the same expenditure of capital and effort. 
In such conditions, best quality land would yield its owner a rent 
equivalent to 4 bushels per acre per annum, while second grade land 
would become rent-yielding and give an annual return of 2 bushels 
per acre. Similar results would follow from the cultivation of each 
successive inferior grade of land. 

The lowest grade of land under cultivation at any given time was 
described as being on the margin of cultivation or as being marginal land , 
and it was argued that this margin would descend to more inferior land 
with each increase in population, while costs of production per unit of 
output and the price of the product would increase as the margin fell. 
It was argued, too, that the rents of the better grades of land would 
correspondingly rise, for the rent of each superior area would be the 
surplus of its annual produce over the annual produce of an equal area 
of the most inferior land under cultivation for the supply of the same 
market. 

In other words, the Classical theory held that the rent paid for 
land represents the surplus of its annual produce over the amount of the 
farmer's costs of production including normal profits , for such costs are 
assumed to be equal on the various grades of land, and on the lowest 
grade of land are approximately equal to the total net produce. 


Rent of Situation or Accessibility 

The Classical theorists maintained that land may be of greater 
value to the cultivator, not only because of its greater fertility, but also 
because of its greater accessibility. Some land may be so well situated 
in relation to its market that it can be more profitably cultivated than 
much more fertile land without the same advantages of situation, while 
some of the most fertile land may be so inaccessible as to make its 
cultivation unprofitable. Hence, it was argued, more accessible land 
may yield a rent of situation as compared with land that is less accessible, 
quite apart from any question of relative fertility. 

In respect of land near good markets, e.g., large towns, the factor 
of accessibility is of great importance, and this advantage of situation 
tends to decrease with increasing distance from the market. As costs 
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of transport and communication increase, so the advantages of situation 
decrease and finally disappear altogether. The land on the margin is 
then that land which, on account of low fertility or relative inaccessi¬ 
bility or both, yields its cultivator a return that is just sufficient to 
repay his costs of production, including normal profits. 


No-Rent Land 

The Classical theory depended on >the argument that land on the 
margin yields no rent , because the whole of its annual produce is 
swallowed up by the costs of production, including a normal profit for 
the cultivator. Such conditions, said the Classical School, are true of 
undeveloped or new countries, where all land is not taken up and the 
lowest grade land under cultivation yields little or no rent. 

The Classical School argued that, although rent in an old country 
(e.g., Britain) may be paid for all the available land, the marginal land 
that determines the rents paid in such a country may exist in some 
other (particularly a newer) country (e.g., Canada, the United States of 
America, or Australia), because the marginal land and the older land 
would be cultivated to supply the same market. They maintained that, 
as the cultivators of the marginal land would be in competition with 
cultivators of older lands, costs of production per unit of output 
(including transport costs) on the marginal land would determine the 
market price of the produce and form the margin or basis from which 
other rents would be measured. Thus, the least fertile land in an old 
country would yield a rent if its productivity were higher than that of 
marginal land in another country supplying produce for the same 

market. 

It was also argued that no-rent land usually exists in an old country, 
but that its existence and low productivity may be obscured. The 
tenant of a farm must take good land with bad land, and, though the 
rent he pays applies nominally to the whole area, it may, in fact, be 
yielded only by the more productive tracts, while the poor parts may 
not yield a return sufficient to cover any proportion of the rent. 

A third argument was that no part of the payment made for the 
lowest grade land in an old country with a dense population is rent, 
because all the payment represents interest on capital which in past 
years has been sunk in the land. 


Economic Rent a Differential Gain 

In brief, the Classical theory defined rent as a differential gam 
which accrues to the owner of land by reason of advantages (of fertility, 
situation, or both) possessed by that land over the least productive 
land supplying the same market, and maintained that the amount o 
rent paid is the total amount of this differential gain, represented oy 
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the excess of the annual produce of the land over that of the marginal 
land supplying the same market and cultivated under similar conditions. 

According to the Classical theory, the entire gain or surplus due to 
the natural properties of land must accrue to the landowner, provided 
that no law, custom or sentiment hinders the operation of economic 
forces and restrains him from exacting the full amount due to him. 
If for any reason any part of this surplus remained with the tenant, 
said the Classicists, the competition of other cultivators to obtain the 
land would force up the rent and eventually restore the full surplus to 
the landowner ; and the consumer cannot benefit from the surplus 
produce by paying lower prices for it, because rent is not a determining 
factor of costs or of the price of agricultural produce. 

It was argued that, as all produce of the same kind must be sold in 
the same market at the same price, this price must be sufficient to 
remunerate the capital, labour and organization applied to the worst 
land under cultivation, otherwise that land would cease to be cultivated 
and demand would go unsatisfied, because the contribution of tht 
marginal land is necessary to satisfy the total demand. But the worse 
land under cultivation pays no rent, for its produce is only sufficient 
to cover the costs of the co-operating factors, including a minimum 
return to the farmer. It is this cost that tends to equal the price of the 
produce ; and, as rent is not included in such cost, rent can have no 
influence on price. 

On this view, it follows that high prices of agricultural produce are 
the cause and not the result of high rents . If the demand for agricultural 
produce increases, land with higher costs of production per unit of 
output can be brought into cultivation. In other words, higher prices 
make possible an extension of the margin and the cultivation of land 
that was previously sub-marginal ; and the lower the margin, the higher 
the rent obtained for intra-marginal land. Conversely, a fall in the 
price of produce will cause rents to fall by throwing land on the margin 
out of cultivation, and reducing the surplus on intra-marginal land. 
Thus, the rise and fall in rents is the consequence and not the cause of 
changes in price ; and, as the price of agricultural produce tends to 
equal costs of production at the margin where no rent is paid, that price 
is not affected if no rent at all is paid even for the superior units of land. 


Intensive Cultivation and the Classical Theory 

The Classical theory was also applied to explain the payment of 

rent in the case of intensive cultivation, i.e., when additional successive 

“ doses ” of capital and labour (costing, say, £50 per dose) are applied 
to the same area of land. 

In accordance with the Law of Diminishing Returns, the last dose 
of £50 is just remunerative ; its cost, including normal profit, is just 
covered by the value of the extra produce raised. 
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On some land it may be possible to apply 10 doses of £50 each 
before the point is reached where further capital outlay would be 
unprofitable. On the worst land, the unprofitable stage may be reached 
when one dose only has been applied to the land. The tenth dose on 
the better land yields no greater return than the single dose on the 
worst land ; for, in each case, the outlay is just covered by price, and 
price is everywhere the same. But each preceding dose of £50 on the 
better land yields a greater return than the marginal dose, and, according 
to Ricardo and his followers, the difference between this return and the 
return to the marginal dose constitutes the surplus or differential rent 
that accrues to the superior areas. 

As price rises, not only is inferior land brought under cultivation, 
but also the cultivators of superior land apply more capital and labour 
to their land and make greater efforts to increase their output. Thus 
the rent of the superior areas may rise from the operation of two causes. 
The tendency is for the superior land that is worked intensively and 
the inferior land that is worked extensively to prove equally remunerative 
to farmers of equal skill and industry, for any added advantage that 
may result from work on the superior land goes to the landowner as 
economic rent. 


Rise and Fall of Rents 

The Classical view that rents depend on the market price of the 
produce implies that rents must be influenced by any factors that 
affect demand and/or supply, and so market price :— 

1. Improved Transport.— Improvements in methods of trans¬ 
porting the product to market tend to lessen the disadvantages of 
inaccessibility, especially of distant sources of supply. Fertile areas 
at a distance can more easily place their produce on markets in older 
countries, and compete successfully with home-grown produce. 
While, therefore, the rents of the newly opened-up areas tend to rise, 
inferior areas at home go out of cultivation, the demand for land 
diminishes, and agricultural rents tend to fall. 

2. Improved Methods of Cultivation. —According to the 
Classical theory, improved methods of cultivation (assuming that 
demand remains approximately the same) have the effect of forcing 
down rents because they make possible the same or an increased 
output at a lower cost per unit and make unnecessary the use of 
lowest grade lands. The whole supply of produce tends to be raised 
on the superior lands, and, as the margin of cultivation rises, 
agricultural rents tend to fall. Naturally, if the demand for land is 
increased bv the fall in rents, the level of rents may eventually be 
restored. 
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It is, however, impossible to dogmatize as to the effect on rents 
of improved methods of cultivation because conditions of cultivation 
are so varied, while the influence of improvements on land is com¬ 
plicated and obscure. An improvement in cultivation may benefit 
a certain grade of land only ; in fact, most improved methods of 
cultivation tend to benefit poor land rather than good land. If land 
is fertile there is not the same inducement to evolve improvements 
as there is in the case of barren areas which challenge man’s in¬ 
ventive genius to make them productive, while there is not as much 
scope for improving fertile land as there is for improving poor land. 
From this viewpoint, improvements in methods of cultivation tend 
to level the productiveness of soil of different grades and to equalize 
their rents. 

3. An Increase in Population. —As population increases, rents 
tend to rise. The increase in population creates a greater demand 
for agricultural produce, which is obtained from lower grade land 
or by more intensive cultivation. Hence, the increased demand for 
land tends to raise rents all round. Secondly, the development of 
towns, roads and railways creates a demand for land for purposes 
other than the production of food, and tends to send up its value. 

4. The Advance of Civilization. —The growth of wealth and 
the improved standard of life tend to the use of new and more 
expensive varieties of food and clothing, and to an increased demand 
for all kinds of food and raw materials. Thus land under cultivation 
yields a greater return, inferior lands are brought into cultivation, 
and rents tend to rise. 


Criticism of the Classical Theory 

The Classical theory is useful in so far as it explains, in general 
terms, why some units of land command a higher rent than others • 
but it is incomplete and in some respects incorrect. 

The first objection is that, in developed communities, there is no 
marginal or no-rent land in the sense used by Ricardo, because all 
usable land in such communities is taken up and even the most inferior 
units command a rent. In such conditions, rent (in the Classical sense 
of a differential reward or surplus over costs of production) can accrue 
only to the more suitable or more accessible units : but the payment 
that has to be made for the least suitable units cannot be regarded as 
a differential return. Part of this payment is a return on the capital 
invested in the land, i.e., interest ; but additionally it includes a 
payment that arises simply because land is scarce. 

Because land is scarce, there are competing uses for it, just as there 
are competing uses for any other factor of production. Units of a 
factor can be used for any particular purpose only if they are withdrawn 
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from the production of something else. Units of land, as of other 
factors, have therefore to be paid a reward at least equal to what they 
could earn if they were used in the production of something else. 

The Classical economists drew a distinction between land and the 
other factors of production because they regarded land as specific to 
any one use (e.g., for growing wheat), and assumed that the only 
alternative to using it for that purpose was not using it at all. From 
this it followed that the worst units, i.e., the marginal land, would earn 
no rent and that there would be no level of rent below which land 
would be withdrawn from cultivation ; even the most inferior units 
would be used, for, as long as the cost of the co-operating factors 
employed in wheat-growing could be covered (including a small 
return to the factor of enterprise), it would be worth somebody’s 
while to farm the land rather than leave it idle. 

The mean * n & applied by the Classical School to the term “ marginal 
land begs a very large question. In what sense is land to be regarded 
as marginal ? Land inferior for wheat-growing may be excellent for 
pasture and may command a high rent for this purpose. Again, land 
that yields no rent if used for wheat may be profitably leased to a 
company that wants it for a golf course or a residential estate. The 
fact that a particular piece of land would earn no rent if used for wheat¬ 
growing is no guide to what it would earn in any other use. 

THE MODERN THEORY OF RENT 

Rent of Land as Opportunity Cost 

The Classical theory fails mainly because it is based on the 
incorrect assumption that certain units of land can be used only for 
one specific purpose, e.g., growing wheat or for pasture. Land, 
however, can be—and is—transferred from one use to another whenever 
there is likely to be a gain from the transfer. Although the total supply 
of land is fixed, the supply of land for any particular use can usually be 
increased if the demand for its product rises, by diverting units of land 
from other uses. Conversely, if the demand for certain produce falls, 
the supply of land used for that produce will be decreased by diverting 
some units of the land to other uses. 

The Classical theory maintained that, given land as a factor of 
which the quantity and employment were unalterable, it was possible 
to determine the rewards to all factors other than land ; and, as the 
reward to land was indeterminable and residual, any gain that could 
not be ascribed to any factor of production was regarded as a surplus 
accruing to land. But, as we have seen, the supply of land for any 
particular use is not fixed ; and, if the reward in one use is not as 
great as it would be in another, the land will be used in the more 
profitable way. In general, therefore, the reward to land is determined 
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in the same way as the reward to any other factor of production ; viz., 
by its marginal productivity in the alternative uses open to it. 


Uses of the Term “ Rent ” 

Nevertheless, as land possesses certain characteristics not shared by 
the other factors of production, we must enquire in what sense, if any, 
the reward to land is in a different category from the rewards to other 
factors, and also in what sense, if any, rent can be regarded as a 
differential gain or surplus over costs of production that accrues to the 
more suitable units of land in proportion to their suitability. These 
questions can best be answered by further examining, in the light of 
modern economic theory, the four main implications of the term 
“ rent,” viz. :— 

1. The income that goes to the whole stock of land in existence .—The 
stock of land in existence is a fixed quantity, except for slight increases 
by reclamation from the sea. In this sense land, unlike other factors of 
production (capital, for instance) has no supply price, i.e., a change 
in its price cannot change its total supply. The supply of land is 
inelastic. 

A tax on printing presses (a form of capital) would not affect the 
extent to which each press is used, yet new investment in printing 
presses would be checked because, other things being equal, the income 
therefrom would fall, while the stock of printing presses would not be 
renewed until the capital invested in them regained its profitability 
relative to other forms of investment. In the meantime, the stock of 
printing presses would wear out, and, as the supply fell, some part of 
the tax would be passed on to the consumer in the form of higher prices 
for printing. 

In the case of land such adjustment is impossible. A tax on land 
cannot reduce the total supply of land ; the only effect of a tax would 
be to reduce the residual income of landowners. 

Hence, in so far as land as a whole has no supply price, its total 
earnings can be regarded as a surplus in the Classical sense. The 
amount of this surplus is determined by the demand for the products 
of the land and by the cost of applying other factors to land at the 
margin. Everything above the marginal cost of other factors is a surplus 
that must accrue to the landowner. But so many different natural 
resources, differing in kind as well as in quality, are lumped together 
in the term “ land ” that the rent of the total stock of land in existence 
is clearly of little relevance in determining the rent to be paid for any 
given unit of land at any given moment. 

2. The income that accrues to a factor of production that can be used 
for one purpose only .—Although most kinds of land can be used for 
several purposes, some units can be profitably applied to one use only. 
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Forest land may be of such poor quality that it is not worth clearing 
for pasture or tillage. Mountainous country may be suitable for rearing 
goats or sheep, but for nothing else. The whole of the earnings of land 
of this kind is in the nature of a surplus or economic rent that does 
not enter into the price of the produce. The rent is determined by the 
demand for the produce and by the cost of applying the marginal units 
of other factors needed to supply the total demand. This kind of land 
has no opportunity-cost, i.e., no payment has to be made to withdraw 
it from other uses, and, however low the rent, the land would not 
cease to be available for forestry or sheep or goat farming. 

Although rent in this sense arises mainly in the case of land, it is 
by no means confined to land. The use of highly specialized capital 
equipment, and of labourers capable of only one kind of work, is 
specific in the same way. Whatever the factor we are considering, 
however, the fact that its use is specific will not necessarily mean that 
its earnings are low, for, in order to satisfy the total demand for its 
product, supplies of the factor that can be used in other ways may 
have to be attracted from other employments. Such supplies will have 
to be paid a reward equal to what they could earn elsewhere. And if 
the specific factors (though useless for anything else) are in this 
particular use as efficient as the non-specific factors, they will have to 
be paid the same reward. If they are not as efficient, they will earn less. 

Whatever they earn, the whole of their earnings is in the nature of 
an economic rent, or surplus, because the payment made to them is not 
necessary to induce them to remain in the particular branch of pro¬ 
duction in which they are used. They would be available in any case. 

3. The income that accrues to units of a factor of production that 
cannot be varied in amount .—Where such units possess no special 
advantages over other units of the same factor or of different factors 
that can be used as substitutes, their reward in any particular use must 
be large enough to equal the reward sacrificed by diverting them from 
some other use. Their earnings will not, therefore, be a differential 
rent, but an opportunity-cost. 

Where, however, certain units of a factor of production are fixed 
geographically, quantitatively or qualitatively, and offer advantages 
exceeding those possessed by the nearest substitute, they will earn 
rent in the differential sense. Because of climatic and geographical 
advantages, land used for vine-growing in the province of Champagne 
will yield a differential rent as compared with land in other parts of 
France. Land thus yields a differential rent because sites cannot be 
transferred from one place to another, and because land possessing 
precisely the natural attributes required cannot always be obtained in 
the right area or at the right time. 

Good examples of land earning a differential rent are central and 
fashionable urban sites. The supply of land in Piccadilly or Bond Street 
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is limited ; sites in another part of London will not satisfy the same 
demand. The rents in these thoroughfares are higher than rents in 
the suburbs, and suburban rents are higher than rents in the surround¬ 
ing rural areas. The higher rents are obtained because the demand for 
central and fashionable sites exceeds the supply, owing to the fact that 
higher prices and a larger turnover are obtained there than in less 
popular centres. A shopkeeper in the West End of London is charged, 
and is willing to pay, a high rent because he can charge high prices 
and/or obtain a large turnover. High prices can often be charged 
whatever the rent, for the shopkeeper will naturally take advantage of 
the fact that some people are willing to pay high prices for the privilege 
of shopping in an exclusive centre. Landlords know this, too, and 
competition between shopkeepers for such sites tends to place the whole 
of the surplus due to advantage of situation in the landlord’s pocket. 

The ability to yield rent in this sense is by no means confined to 

land. In general, any factor of production will earn a differential rent 

if the number of units possessing certain necessary qualities is limited. 

Capital, in certain circumstances, will yield this kind of rent. If, for 

instance, there is a greatly increased demand for the products of certain 

capital equipment, and the stock of that equipment cannot be varied 

in the short period, such equipment will yield a differential return over 
other kinds of capital. 

The same applies to labour. If the number of actuaries is less than 
the demand, the actuaries available will earn a differential rent until 
more people qualify for that profession. Likewise, a first-rate actor or 
works-manager earns a high salary for the same reason that rents in 
Street are high. Each commands a scarcity rent. The only 
difference betweeh rent of land and rents earned by capital, labour or 
entrepreneurs, is that the latter are less permanent ; in the long run 
the supply of such factors that for a time earn a differential rent can be 
increased whereas the supply of land cannot. (See also page 216 ) 

When the term “ rent ” is used in any of the foregoing three senses, 
it is correctly regarded as a surplus or differential gain accruing to certain 
umts of a factor. It is determined by the demand for the products of 

Sn t th d b K T StS f °[ prod T 10n at the mar g' n ; and competition 
T the whole of the surplus in the pocket of the owner of the 
particular units of the factor. 

ClaSSlcal theorist s never clearly distinguished between these 
different uses of the term rent, and they further confused the issue bv 
using it in yet another sense, namely :— ^ 

4. The excess oyer what a factor would have produced if it were as 
unproductive m all its uses as it is at the margin.- As we havHeen 
there are two uses of the term “ margin.” As applied to land it mav 

t ! ie mar p n where it becomes unprofitable to apply ’ further 
doses of capital and labour to land used for a specific purpose e g " 
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wheat-growing. It does not matter whether it is the 10th dose applied 
to good land, or the first applied to inferior land ; in either case there 
is a surplus, or rent, arising from the application of the doses earlier 
than that on the margin ; and, as this rent depends on the price of the 
product and on costs of production at the margin, it cannot influence 
price. 

The second use of the term “ margin ”—and one ignored by the 
Classical economists—arises in connection with non-specific units of 
land. It is the point where it becomes profitable to withdraw units of 
land from a particular use and to divert them to another use ; in other 
words, it is the margin of transference. 

This second sense of the word marginal is, as we have seen 
(page 210), more often relevant to the determination of the rent of 
a particular piece of land than the first sense. The fact that land is 
marginal in the first sense, as far as a particular industry is concerned, 
does not mean that no rent has to be paid for it. The productivity of 
land in its alternative uses has to be taken into account. And the reward 
that has to be paid to a unit of land to divert it from some other use 
will obviously enter into price. From the point of view of a particular 
industry, the cost of this unit is one that has to be met; otherwise no 
land will be forthcoming for that industry. In so far as a unit of land 
earns more than its opportunity-cost (the cost that has to be met to 
induce it to cross the margin of transference), that excess is a true 
economic rent or surplus. But everything apart from this excess enters 
into cost of production and so helps to determine price. 

Rent in this sense of an excess over opportunity-cost is not peculiar 
to land. Specialized units of capital earn a rent of this kind. 
So does an efficient and highly-skilled mechanic ; fn so far as he is 
paid a higher reward in one industry than he could earn in another, he 
commands a rent of ability , or a surplus depending on the price of the 
product he helps to make and on his greater efficiency in the particular 
processes for which he is responsible. 

The term “ rent of ability ” is sometimes used to describe the excess 
earned by an efficient worker as compared with the marginal worker. 
But in this sense rent of ability is not necessarily a surplus. For all or 
most of the higher wage paid to the efficient worker may be necessary 
to induce him to stay in the industry rather than transfer to another. 
From the point of view of that particular industry, therefore, all or 
most of this extra wage is a cost. 


Summary of Conclusions Regarding Rent 

We may conclude that only when we consider land as a whole can we 
regard the total earnings of land as a surplus that has no effect on price. 
When we consider land as being used for a particular purpose we must 
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regard all or most of the reward to that land as a cost in exactly the 
same way as the reward to any other factor of production. 

In general, changes in wages, in profits and in interest, following 
a change in demand for the products of the industry offering these 
changed rewards, call forth changes in the supply of labour, entre¬ 
preneurial ability and capital. It is in this way that the preferences of 
consumers make themselves felt through the price system ; and, in 
general, there is no reason why land should be treated as an exception 
to the working of that system. 

Apart from the exceptions we have mentioned, a changed demand 
for certain produce will call forth changes in the supply of land available 
for that particular use by causing land to be diverted from other uses. 
The rents of units of land used for the same purpose will vary according 
to their advantages of fertility, situation and climate. But each individual 
unit will have to be paid a reward at least equal to the reward it would 
have got in another use ; and, from the point of view of a particular 
industry, the whole of this payment must be treated as a cost and not 
as a surplus. 

Only when the comparative advantage of a unit of land in any 
particular branch of production is so great that it earns a higher reward 
than the cost of diverting it from some other use can this difference be 
treated as a surplus that has no influence on price. For the amount of 
the difference will depend on the price of the produce of the land and 
will not be the cause of that price. The excess over the opportunity-cost 
of a unit of land is , therefore , in the nature of a true economic rent. 


Rent of Mines, Quarries and Fisheries 

The working of mines and quarries differs from the cultivation of 
land in that the removal of material from them gradually exhausts the 
stock, whereas the natural resources of land are practically inexhaustible 
provided the land is given proper care and attention. The gross 
payment for mines and quarries, therefore, consists of two distinct 
elements, viz: (a) an agreed annual rent, known as “ dead rent” 
which is determined on the same principles as rent of a fixed factor of 
production and varies according to advantages of situation and conven¬ 
ience of working of the mine or quarry ; and ( b) a fluctuating pavment 
known as a royalty , payable at an agreed rate on each ton (or" other 
quantity) of mineral extracted from the mine or quarry. The “ dead 
rent ” represents the minimum annual payment due. If the royalties 
payable are less than the “ dead rent,” the latter is paid ; if the royalties 
exceed the stipulated minimum, they only are paid. 

The rent of fisheries is frequently compounded of factors similar 
to those applicable in the case of mines, but, in certain cases, the pay¬ 
ment may be based on the fact that with proper care the fisheries may 

yield a perpetual return, and will therefore be determined in the same 
way as the rent of agricultural land. 
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Quasi-Rent 

The term “ quasi-rent ” was applied by Marshall to mean th^ 
whole of the return, at any moment, to agents of production, the 
supply of which cannot immediately be varied to meet a change in 
demand, although the supply can be varied in a period which is 
sufficiently long to permit of an adjustment in supply being organized 
and carried into effect. Capital may be sunk iin a certain type of 
machinery, the manufacture of which takes a considerable time. 
The supply of such machinery may be regarded for a short period as 
being fixed in the same way as the supply of certain land sites is fixed. 
If an extra demand arises for the products of such machines, the price 
of the product must rise, and will remain high until new machines can 
be built to provide an increased supply. During such a period the 
machines in existence yield a high return, and obsolete types that have 
been discarded are brought back into production. 

The cost of the machines does not affect price, and thus the machines 
can be regarded as a fixed factor of production, and the return to the 
machines as a species of economic rent, i.e., quasi-rent . If the quasi¬ 
rent continues in excess of the normal return to capital, new machines 
will be produced until the quasi-rent is brought down to equal the 
normal return on capital. In the long run , the price of the product 
must be sufficient to cover the cost of the machine. In the short period , 
the return to the machine is determined by the price of the product. 

Quasi-rent must be clearly distinguished from interest, which can 
be regarded as the return on “ free ” capital, i.e., capital that can be 
speedily transferred from one investment to another in response to 
changes in the return. 

An illustration of quasi-rents above normal arose during the first 
World War in connection with shipping. The activities of the sub¬ 
marine and the demand for ships for war purposes resulted in a great 
shortage of tonnage. The supply could not be increased immediately 
the planning and building of ships takes time—so old vessels of all types 
were brought into active service and inferior vessels were used for 
superior traffic. Freights advanced to a very high level, and the earnings 
of all classes of ships increased considerably, the owners receiving 
a surplus income far in excess of the ordinary return to capital and 

enterprise employed in the shipping industry. 

Such conditions persisted until two years after the war, but subse¬ 
quently shipping, experienced a very depressed period, because of the 
stagnation in international trade and because the many new ships bunt 
in the war period accentuated the excess of supply over deman . 
Shipping earnings fell rapidly, the inferior ships were withdrawn, an 
with the raising of the “ margin ” the quasi-rent fell until the return 
was equal to the normal return to capital. Later, it fell even below this 

level, 

In the above illustrations quasi-rent was high because of an increase 
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in the demand for an agent of production, but the conception is equally 
applicable to a period of falling prices and a fall in the demand for an 
agent of production, the supply of which is fixed for the time being. 
The earnings or quasi-rent may then be below the normal return to 
capital for the short period until the excess supply has been withdrawn, 
or until demand has increased. 


Justification for the Payment of Rent for Land 

The making of any payment as rent for land is denounced by 
Socialists, who consider that such payments should be abolished by 
nationalization so that the State becomes the owner. Nationalization can 
be better justified in the case of land than it can in the case of other factors 

as things stand at present, we have to face a slow 
but certain rise in rents as land becomes more scarce, and it is pointed 
out with justification by Socialists that this rise in rents is in no way 
due to the efforts of landowners. On the other hand, the recipients of 
rent, i.e., the owners of land, are as justly entitled to their income as 
are the recipients of interest, for in the vast majority of cases they have 
invested their money in land as an income-yielding security. To deprive 
them of that income would be as unfair as to abolish the payment of 

interest on a Government security. It would be a direct negation of 
the rights of private property. 

The owner of land that is relatively scarce is as much entitled to 

draw a scarcity rent from that land as the possessor of a collection of 

rare pictures is entitled to any income he can obtain by exhibiting them 

or in the same way as a person possessing rare abilities is entitled to 

draw his rent of ability.” But as against this there is the view that 

rent of land arises from social causes over which no one individual has 

control and for which no individual can claim credit as he can in regard 
to other forms of income. 


Rent and the Value of Land 

The value of land depends on the rent it yields. The higher the 
net income from the land, the greater is the value placed on the land 
by the owner and by the community. The actual value depends on the 
relation of the annual rent to the prevailing rate of interest. If the rate 

a nTt rent * 5 P “ ““V" annum ’ a P lot of land that yields 

a net rent of £5 a year is worth approximately /100. If the rate of 

interest falls while the rent remains constant, the value of the land will 

nse proportionately : in other words, the price of land, assuming rent 

to remain constant, vanes inversely with the rate of interest. 

k VaU j °, f lan ? thuS de P ends essentially on its rent; it may in 
fact, be regarded as the capitalized value of the rent, and any anticipated 

H 
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future changes in the yield of rent from the land will be reflected in the 
present price for which the land can be sold. 

In an old progressive country such as Great Britain the value of 
land may be higher than would be calculated on the basis of the pre¬ 
vailing rate of interest, for two reasons. First, because the ownership of 
land carries with it certain social distinction and advantages, so that 
its value may be higher than what may be called its “intrinsic” worth. 
Secondly, because rents in a wealthy and progressive community tend 
to rise as a result of the pressure of population on the land, whereas 
interest tends to fall as wealth and capital increase. (See post , 
Chapter 19.) 



CHAPTER 18 


WAGES AND THEORIES OF WAGES 

Much of the difficulty that centres around the problem of the nature 
and determination of the wages of labour is due to the fact that labour 
is inseparable from the labourer, so that, in any discussion of wages 
allowance has to be made for non-economic motives and for variations 
in the nature and character of the human factor. 


THE PROBLEM OF GENERAL WAGES 

The problem of the general wages of the community concerns the 
principles on which are determined the share of the National Income 
which accrues to labour or to the labour-force of the community. 
In this labour-force are included all those, by whatever name they 
are distinguished, who receive a remuneration in return for personal 
effort, whether that remuneration be described as wages, salary, fee 
or honorarium, and whether it be paid weekly, monthly, quarterly or 
annually. We must, therefore, include both skilled and unskilled 
workers, whether manual or mental, and also highly-paid managers 
and organizers. 

In contrast with rent, interest and profit, each of which can be 

received by organizations as well as by individuals, wages can be 

received only by individuals because only individuals can provide the 
effort for which wages are paid. 

Although the term “ general rate of wages ” is sometimes used, no 
such rate exists in fact. There is no general rate applicable to all 
workers in a community, though we can determine an approximate 
average wage per head of the labouring population. Each group of 
workers within the community has its own rates of remuneration, 
dependent on the conditions of demand and supply within the 
particular group, and when we come to discuss “ relative ” wages we 
shall be concerned, not with individual incomes, but with the average 
incomes of wage earners in these groups. 


Peculiarities of the Supply of Labour 

Although in many respects labour may be described as a commodity 

an j S ° ld 3t a price a wa S e )> th ere are a number 
ot important considerations attaching to its supply for which due 
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allowance must be made in formulating any general doctrine of wages. 

1. A mans labour is part of himself. The ownership and 
possession of capital and of land may be transferred in return for 
a price, but although a man may sell his work, he retains the 
property in himself, and must deliver his work in person. Therefore 
the mobility of labour depends on the mobility of the labourer, 
and this, as has been explained in an earlier chapter, frequently 
interferes with the adjustment of supply to demand. 

2. Labour-power is perishable. It is lost for ever with the passing 
of time, and unless it is applied where and when it is required it 
cannot be regained. The worker cannot withhold his labour in 
the hope of obtaining a better market, and labour may accordingly 
be likened to a very perishable commodity which once withheld 
from the market cannot ever be recovered. 

3. The worker is generally at a disadvantage in bargaining as 
compared with the employer . This depends chiefly on the fact that 
labour-power is perishable. The worker must labour in order to 
live, and cannot long afford to hold out against his employer, who 
is generally in a better position both financially and psychologically. 
These disadvantages are greatest in the lower grades of labour, 
but they tend to decrease with the growth in the strength and 
organization of labour combinations, whereby collective bargaining 
is substituted for individual bargaining. 

4. Supply of labour is with difficulty adjusted to demand. 
Additional supplies of labour as a whole can come only from the 
gradual increase in the numbers of the population. Clearly, the 
rearing and training of a worker take a considerable time and 
cannot be greatly hastened by human effort. If a demand arises 
for additional supplies in any industry that demand may normally 
be met in two ways : (1) by an increase in the labour reared and 
trained for that industry, and (2) by a movement of workers from 
other trades. The first of these depends on the estimation of 
parents as to the profitableness of placing children in the trade 
concerned, and, in any case, takes a considerable period to become 
operative. The second depends on the mobility of labour from one 
trade to another, a question which has been considered in an earlier 
chapter. 

On the other hand, the reduction of available supplies of labour 
when demand falls is a painful and slow process, particularly where 
the degree of immobility is high, and, until supply can be reduced 
or demand increases, there will be unemployment in the industry 
concerned. 
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Theories of General Wages 

From time to time various attempts have been made to explain 
how labour’s share of the National Income is determined, but no 
theory is free from criticism. 

The most important theories are: (1) The Subsistence Theory , 
sometimes described as the Iron or Brazen Law of Wages ; (2) The 

Wages Fund Theory ; (3) The Residual Claimant Theory ; and (4) The 
Marginal Productivity Theory. 


The Subsistence Theory, or the Iron Law of Wages 

The Subsistence Theory of Wages was first formulated in its 
original crude form by the French Physiocratic School of Economists 
of the eighteenth century, but it owes its description as the Iron or 
Brazen Law to Lassalle, the German Socialist, by whom it was further 
developed and used as a basis for socialist propaganda. 

The theory depends largely on the assumption that labour or 
labour-power is in fact a commodity, bought and sold between em¬ 
ployers and workers at a price which, in the long run, approximates 
to its cost of production , in the same way as the value of other com¬ 
modities tends to be determined by their cost of production. The cost 
of production of the labourer was taken to be the subsistence level — 
that amount which is just sufficient to support him and his family, and 
to maintain the size of the population. 

It was held that wages must approximate to this subsistence level, 
because if a higher rate were paid, then labourers would tend to increase 
in numbers and, by increasing the competition for employment, force 
down the level of wages. On the other hand, it was assumed that a 
rate of wages below the subsistence level would cause starvation or 
disease among some labourers or their children, resulting eventually 
in a shortage in the supply of labour and in a consequent rise in the 
remuneration offered to the worker. 

Although the theory is now discredited, it was undoubtedly 
applicable in the long run to the terrible conditions that existed in 
France at the time when the doctrine was first propounded by the 
Physiocrats, and even today it is approximately true with regard to 
native populations of such countries as Egypt and India, where the 
peasant has been long accustomed to a bare subsistence, and where 
any addition to his wealth (such as that which followed the British 
occupation of the countries mentioned) usually results in an increase 
in his family and in no improvement in the conditions of the individual. 


The Malthusian Doctrine of Population 

Malthus, in his famous “ Essay on the Principles of Population ” 
(first published in 1798), emphasized the strength of man’s 
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innate desire for marriage and for a family, and held that this desire 
would generally be satisfied before any others. Arguing from this 
basis he endeavoured to show that population tends to increase at a 
faster rate than the means of subsistence. He maintained that while 
population tends to increase in geometrical progression (i.e., to double 
once in twenty-five years), means of subsistence increase in arithmetical 
progression (i.6., by a constant addition in equal successive periods). 
He concluded, therefore, that sooner or later population would outgrow 
the means of subsistence represented by the minimum amount of 
food, clothing and shelter needed to sustain life, if this growth were not 
checked by the people themselves (e.g., by the “ preventive checks ” of 
abstaining from marriage and limiting the number of children) or as 
the result of such positive checks as famine, war, disease, flood, or pestilence. 
Consequently, according to Malthus, the natural increase in population 
tends to keep the people at the level of minimum subsistence. 

Although there is an element of truth in this rather gloomy doctrine, 
it is open to a number of objections. In the first place, there does not 
seem to be any ground for the conclusion that the increase in population 
and subsistence can be reduced to mathematical proportions. Secondly, 
the history of the period subsequent to the time of Malthus does not 
bear out his doctrine. During the nineteenth century, population in 
this country increased rapidly, but the country generally and its 
inhabitants individually were much better off than they were a hundred 
years earlier. Although man’s wants increased enormously in variety 
and in extent, the standard of living was raised considerably, and the 
luxuries of one generation tended to become the comforts and then 
the necessaries of succeeding generations. 


The Problem of Population 

The modern conception of the problem of population is entirely 
different from the Malthusian doctrine. In fact, economics today is 
more concerned with underpopulation than with overpopulation, 
because the present decline in the birth rate and the consequent 
reduction of population in most industrial communities present a 
serious problem from the point of view of military security as well as 
economic progress. The cry today is “ Shortage of manpower”; in 
Malthus’s time it was “ Surplus population.” 

From an economic standpoint, each area has an optimum density of 
population, i.e., the population that gives the highest net returns per 
head. A population above or below this will mean a lower return 
per head. If population is above the optimum, there are too many 
people to work efficiently on the available equipment and resources in 
the light of current knowledge, and average production per head is 
lower than it would be if population and resources were better equated. 
If population is below the optimum, there are not enough people to 
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make full use of the resources and knowledge available, and again the 

average output is lower than it might be. 

If we adopt the conception of an optimum size of population, 
varying at different times with the state of current knowledge and 
available resources, we can see that in some cases an increase in 
population would be beneficial, e.g., when the efficient use of improved 
methods necessitated an increase in the scale of production, while in 
other cases an increase would be harmful, e.g., if it was greater than 
any increase called for by the new methods. 

The Malthusian Theory led people to believe that an increase in 
population was always harmful. It did not anticipate the benefits of 
the co-operation between large numbers, and of inventions, such as 
railways, which could be profitably exploited only with a large 
population. The theory of optimum density, while recognizing the 
disadvantages, recognizes also the advantages of a population large 
enough to obtain the greatest efficiency from the use of national 
resources and from the extensive division of labour. 

In spite of a continuous increase in population, the standard of 
living in western countries has tended to rise. This is explained, first, 
by the fact that hitherto the increase in population has been more 
than counterbalanced by the vast increase in productivity ; and, 
secondly, by the fact that improvement in the standard of living of 
itself operates to restrict the growth of population through deliberate 
postponement of marriage and reduction in the number of the family, 
i.e., through a low birth-rate. Every advance of society, and particularly 
the spread of education, brings a greater insistence on a high standard 
of living, and thus the size of the average family decreases as the 
average family income increases. In other words, the rate of increase 
of population tends to vary inversely as the power of maintaining 
a family. 

The fact that family limitation is practised in order to maintain 
a high standard of living may be considered a substantiation of the 
Malthusian doctrines, for it indicates that the means of subsistence are 
not sufficient to allow both an increase in population and a rise in, or 
the maintenance of, the standard of living. 

Fortunately, the efforts of society to increase production and 
overcome the tendency to diminishing returns have hitherto been 
attended by conspicuous success. The discovery of new foods and of 
new food-producing areas, the application of new sources of power, 
developments in agricultural methods, improvements in transport, 
communication, exchange, and general organization, have all co¬ 
operated to substitute increasing for diminishing returns and to lessen 
the pressure of population on the means of subsistence. At times, 
especially during the great productive advance of the nineteenth 
century, man’s ingenuity has appeared to be supreme, and the problem 
has faded into the background ; at other times, especially after great 
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wars, the means of subsistence have become seriously disorganized, 
and the standard of living has been endangered. 

In recent years emigration to new countries has been frequently 
advocated as a means of relieving the pressure of population, but, 
while it may afford immediate relief, it is but a temporary solution of 
the problem. There will be less and less scope for emigration as the 
population of the world increases, while the reduction of population 
through emigration, by lightening the pressure on the means of sub¬ 
sistence, may soon be counterbalanced by an increase in the birth-rate 
or by a fall in the death-rate. 


The Standard of Comfort 

The idea of subsistence as conceived at first by the Physiocrats and 
then by Malthus had to be considerably modified with the progress of 
society. In the early part of the nineteenth century those economists 
who adhered to the general basis of the Subsistence Theory of Wages 
substituted the conception of the “ standard of comfort ” for that of 
the level of subsistence, and maintained that the wages of any class of 
workers would tend to be determined by the standard of comfort 
usual among workers of that class : the wages would approximate to 
this minimum “ living wage ” necessary for that class. 

But even with this modification the theory is open to much 
criticism. The conception of the subsistence level or the “ living 
wage ” varies considerably as between workers in similar trades, 
and it is therefore difficult to decide on any basis as determining the 
wages of any class of labour. In the second place, the theory offers no 
explanation of the inequality of wages in the same trade in different 
localities and in different trades in the same community. Some trades 
pay wages which are above the supposed level of subsistence or of the 
standard of comfort, while in certain sweated trades the rates of 
remuneration are scarcely sufficient to support life. The theory is 
also disproved by statistics of population, for as society has progressed 
the working classes have attached increasing importance to com¬ 
manding a larger share of life’s comforts and amenities and have 
accordingly applied much of their increased wages in improving 
their standard of living instead of in the support of larger families. 
Consequently, although population has increased in the progressive 
European countries, that increase has not been by any means 
commensurate with the addition to the wages of the working classes in 
such countries. 

Another objection is that the theory takes no account of demand. 

It is a cost of production theory and tries to explain wages from the 
side of supply only, whereas both demand and supply must be con¬ 
sidered in the determination of value, whether of labour or of anything 
else. 
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In spite of its defects, the Subsistence Theory of Wages is still 
used as a basis for some Socialist arguments, and also lies at the root 
of the public assistance systems in this and other countries. Further, it 
shows that there is a minimum below which normal general wages 
cannot fall if the efficiency of labour is to be maintained, a fact that is 
given due weight in modern theories of wages. 


The Wages Fund Theory 

The Wages Fund Theory marked an advance on the Subsistence 
Theory in that it endeavoured to allow for the influence of the factor 
of demand as well as of supply. It is primarily associated with John 
Stuart Mill ( Principles of Political Economy , 1848), and for a long period 
was accepted by English economists as the orthodox theory of general 
wages, in succession to the partly discredited Subsistence Theory. 

The Theory maintained that a fixed proportion of the capital of the 
country is devoted to the payment of wages. This was described as 
the wages fund , which constitutes in monetary value the total demand 
for labour. Wages at any particular time are determined by the ratio 
between the amount of this wages fund and the total supply of labour 
consisting of all those labourers who desire work in order to earn a 
living. In other words, wages depend upon the proportion between 
the number of the labouring population and the amount of circulating 
capital applied to the purchase of labour. If the wages fund remains 
constant, while the working population increases, then the rate of 
general wages must fall ; similarly, any change in the proportion 
between the number of labourers and the amount of the wages fund 
will be followed by a change in the level of general wages. It was 
maintained also that the shares of the wages fund which accrued to 
individual workers would be determined by competition between the 
workers, and, further, that wages in one trade could be increased only 
at the expense of wages in another trade or in other trades. 

It followed from this theory that a rise in the general level of wages 
could result from either (1) an increase in the wages fund, which could 
be brought about by an increase in saving ; or (2) a fall in the number 
of labourers competing for employment. In this connection the 
upholders of the theory adhered to the doctrine of Malthus, and 
contended that as a general rule population would increase at a faster 
rate than saving, while any increase in wages which might arise would 
lead eventually to a larger labouring population and a fall in general 
wages. 


It followed, therefore, that a rise in the level of general wages is 
impossible according to this theory unless the workers are induced to 
restrict their numbers by delaying marriage and by limiting their 
families. The wage fund economists were, in fact, so impressed by 
these considerations that they urged the workers to restrict the numbers 
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of their children so that the standard of comfort and also the general 
rate of wages could be raised. Further, its exponents held that if such 
a rise took place without any proportionate change in the total of the 
wages fund or in the numbers of the workers, then that rise could be 
secured only at the expense of interest or of profit. Eventually, therefore, 
some capital and enterprise would be withdrawn from industry, the 
demand for labour would decrease, and wages would fall again to 
their former level. The conclusion to be drawn from this argument is, 
therefore, that the rate of general wages cannot be raised except by 
a decrease in the number of workers. 


Criticism of the Wages Fund Theory 

The Wages Fund Theory is open to numerous objections :— 

1. In practical effect the theory is merely the statement of a 
self-evident fact —that the general rate of wages is found by dividing 
the total sum paid to labour generally by the number of labourers. 
It does not tell us how the “ fund ” arises or how its amount can 
be estimated. 

2. The assumption that wages can increase only at the expense 
of profits cannot be accepted. The law of increasing returns and the 
greater efficiency of labour in consequence of higher wages may 
result in an increase of the total product sufficient to raise both 
wages and profits. In this connection the theory confuses wages 
with labour cost , i.e., it does not differentiate between the price 
paid by the entrepreneur for the labourer’s services and the cost of 
the labour to the entrepreneur as measured in its contribution to 
the final product. (See also post , page 236.) 

3. An increase in wages at the expense of profits does not im¬ 
mediately drive capital out of an industry , and so cause a decrease in 
the demand for labour. Capital is not as mobile as is assumed by 
the wage fund theorists, neither are profits as inelastic as is 
suggested. Capitalists expect fluctuations in the returns they 
receive, and do not regard a change in wages as a reason for 
changing their investments and activities. Moreover, a large part 
of the capital invested in industry is fixed. Much of it cannot be 
applied to other uses (e.g., docks and canals). Even where capital 
is movable, it can usually be moved only with great difficulty 
and loss. 

4. A rise in wages does not necessarily result in an increased 
population , and in a subsequent fall in the wage level. It may lea 
to a higher standard of living. 

5. The theory does not explain the inequality of wages in different 
trades. The exponents of the theory held that a rise in wages in 
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one trade could not persist for a long period, because workers 
would be attracted from other industries and the increased com¬ 
petition would ultimately bring about a fall in the rate of wages. 
While there is some truth in the contention, such inequalities do 
exist and do persist, mainly because of the immobility of labour. 
(See page 240.) 

6. The total amount of remuneratory capital is not fixed inde¬ 
pendently of the number and quality of the labourers. As we have 
seen in the discussion of production, employers will increase the 
proportion of capital applied to the hiring of labour if such a course 
is warranted by the greater relative efficiency of the workers. The 
quantity of capital paid in wages depends not only on the number 
of the workers but also on their efficiency. 

7. The rate of general wages is not necessarily dependent on the 
total amount of capital available. Wages are usually highest in new 
countries, where capital is actually less plentiful than in old 
countries. Further, it can no more be maintained that wages 
depend on capital than it can be stated that interest and profits 
are dependent on labour. This conclusion is not supported by the 
analysis given in other chapters of the determination of profits and 

interest. 

The difficulties surrounding the theory caused Mill to qualify his 
original statement of it in several respects, and eventually to abandon 
it altogether. Nevertheless, in spite of the discredit into which the 
doctrine of the wages fund has fallen, some of the false conclusions 
which depend on the unproved statement are still accepted by many 
people, and are applied in furtherance of their opinions and ideas on 
the wage problem generally. It is argued, for example, that if the capital 
available for the payment of wages is limited, an increase of wages in 
one industry can be obtained only at the expense of wages in another 
industry or of other industries, and, therefore, that trade union 
activity to raise wages is not only futile but even harmful. 


The Residual Claimant Theory of Wages 

The main objection to the Wages Fund Theory is that it does not 
allow for variation in the efficiency or productivity of labour ; it does 
not distinguish the price paid for labour, i.e., wages, from its cost to 
the employer in terms of its contribution to production. As industry 
and specialization increased, it became obvious that a highly-paid 
worker is frequently more profitable to his employer than a low-paid 
worker on the same job : the better worker is paid more because he is 
worth more , i.e., because his efficiency or productivity is greater than 
that of the lower-paid labourer. “For competition tends to make the 
earnings got by two individuals of unequal efficiency in any given 
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time, say, a day or a year, not equal, but unequal ; and, in like manner, 
it tends not to equalize, but to render unequal the average weekly 
wage in two districts in which the average standards of efficiency are 
unequal.” 1 

It was therefore concluded that wages are determined by the 
productivity of the labourer, and are proportionate to that productivity. 
This conception was first embodied in what is now known as the 
Residual Claimant Theory. 

The exponents of the Residual Claimant Theory regarded the 
worker as the residual claimant to the product of industry. Thus 
Jevons stated that: “ The wages of a working man are ultimately 
coincident with what he produces, after the deduction of rent, taxes, 
and the interest on capital.” This view was expounded also by the 
American economist, Professor Walker, who maintained that wages 
“ equal the whole product, minus rent, interest and profits,” and 
further held that under conditions of full and free competition, the 
greater the efficiency of the worker, the greater the share of the product 
which labour can claim. 

The advantage of this theory lies in its recognition of the fact that 
the more the worker produces, the more he should earn ; that labour 
has a claim to that portion of the National Income that accrues from 
its exertions and greater efficiency, just as land, capital and enterprise 
have claims to be adequately remunerated for their contribution to 
production. 

Although the theory enables us to understand why the wages of 
workmen in one country are higher than those of workmen in another, 
it does not fully explain changes in the rates of wages in the same 
country from time to time (neglecting, for the moment, consideration 
of changes in the price levels). It is clearly inadequate in so far as it 
takes no account of the relative scarcity or abundance of labour in 
relation to the demand for it, while any analysis of actual conditions 
shows that it is the entrepreneur and not the worker who takes the 
residual share in the product of industry. 

It is thus open to the same objections as apply to the theory which 
regards rent as the residual income due to land. 


The Marginal Productivity Theory of Wages 

The theory of wages expounded by Marshall is an application to 
labour of the theory of value which has been explained earlier in this 
volume, and maintains that wages depend upon the relation between 
the demand for labour and its supply, subject to certain reservations 
necessitated by those peculiarities of labour which have already been 

noticed. 


1 MarshalI, Principles, VI. ill. ii. 
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On the Side of Supply, a refined version of the Subsistence 
Theory is applied to show that there is a minimum below which general 
wages cannot remain for a long period. This minimum is described 
as the standard of life of the worker, i.e., the amount of the necessaries, 
comforts and luxuries of life that is customary in the group to which he 
belongs. It is argued that no worker will indefinitely accept a lower 
wage than will enable him to maintain this standard of life for himself 
and his family. On the one hand, some workers may deliberately 
postpone or even forgo marriage and endeavour to maintain the 
standard of life for themselves alone, eventually forcing up the level 
of wages by lessening the supply of labour. On the other hand, it is 
held that the competitive instinct will induce the worker to refuse to 
accept a rate lower than the standard, and lead him either to seek a 
better market in another district or in another trade, or so to qualify 
himself and increase his efficiency as to command the necessary 
standard of wages, or, finally, to combine with his fellow-workers and 
compel employers to pay an adequate rate of remuneration. 

Though, as we shall see, due weight must be given to the side of 
supply (i.e., to the available labour force), in considering wage deter¬ 
mination in the short period , little is gained by laying down definite 
rules about the influences affecting the long-term supply of labour. 
If the standard of life of the workers in a certain grade is threatened, 
they will be induced to combine in an endeavour to raise wages ; but 
while there is any considerable volume of unemployment, there are 
obvious limits to the power of combinations of workers to raise wages. 
The history of British and other labour movements shows that the 
larger the volume of unemployment, the greater the limitations to the 
power of labour. At any given moment, there is nothing analogous to 
a cost of production of labour that will deter the labourer from offering 
his labour in exchange for whatever wage he can get. He must work 
to live. 

In regard to the changes in the number of workers as a result of 
increased births or of family limitation, there are so many influences, 
both economic and non-economic, affecting the growth of population, 
that the concept of a cost of production of labour is valueless in this 
connection also. The supply of labour in the community as a whole 
can best be regarded as a variable quantity, quite independent of 
wages, but, for all practical purposes, it must be taken as given at any 
moment. 

Although the supply of labour as a whole is independent of wages, 
the supply of labour to any particular industry can vary considerably 
in response to wage changes. The Marginal Productivity Theory thus 
offers an explanation of the determination of wages in any particular 
industry as a result of the relation between the demand for labour and 
the supply available at any given time. 
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On the Side of Demand, the Marginal Productivity Theory of 
Wages can be stated in this way :— 

The demand for labour is determined by the marginal productivity 
of labour to the entrepreneur. There is clearly a limit to the number of 
workmen he can profitably employ. We know from the operation of 
the Law of Diminishing Returns that, after a certain point, as more 
labour is combined with a fixed amount of other factors, the marginal 
productivity of that labour (i.e., the amount that each worker adds to 
the net product) will diminish. In the long run, plant, equipment, 
management, etc., can be varied, but, in the short period, these factors 
must be regarded as given, and the variable factor, labour, cannot be 
increased indefinitely without causing its marginal productivity to fall. 

We may assume that the first 100 workers in a business are very 
productive, so far as the result of their employment can be measured 
in terms of the product. Possibly also the engagement of the next 100, 
or of the next 200, may be very remunerative to the employer ; but 
ultimately a point is reached where the employer is doubtful as to 
whether it will pay him to employ another worker or not. This is the 
point where the contribution of the worker to the final product may 
be assumed to be almost equal to the wages paid. 

As we have seen, no employer can, in general, pay his workers 
rates different from those paid by any other employer. Nor can he 
hire labourers of the same grade at different rates. Each employer 
may regard the wage he has to pay as fixed ; but this wage is influenced 
by the total demand , i.e., by the sum of the demands of all employers 
for the type of labour concerned. 

Let us assume that an employer, requiring labour of a certain 
grade, finds, on entering the labour market, a wage-rate ruling for the 
kind of labour he requires. He then employs such a number of workers 
that the productivity of the marginal worker is equal to the wage he 
has to pay him. If, at the wage-rate ruling, the employer cannot get as 
much labour as he can profitably employ (owing perhaps to the com¬ 
petition of other employers), he will offer a higher wage-rate, and he 
will continue to increase the wage he offers until the marginal pro¬ 
ductivity of the labour (or, the productivity of the marginal worker) 
is equal to the wage paid. 

At the higher wage, some entrepreneurs can no longer afford to 
employ as many workers as before. By dismissing some, they raise the 
marginal productivity of those who remain, until the value of their 
marginal product is equal to the higher wage. The dismissed workers 
will tend to seek employment with employers who can afford to pay a 
higher wage-rate because it is still below the marginal productivity of 

their existing labour force. 

The marginal productivity of labour is, therefore, not a quantity 
fixed independently of the supply of labour ; it is a function of that 
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9 upply. Hence, in examining how the wage-rate of a certain grade of 
labour is determined at any given moment, we have to take into 
account the available supply of labour of that type as well as the demand 
of entrepreneurs for such labour. 


Summary of the Marginal Theory 

We may conclude that, at any given moment, as a result of the 
competition between employers for labour and between workers tor 
employment, a wage-rate is determined that is equal to the marginal 
productivity of the labour force the employers as a whole are willing 
to employ. This is essentially a short-term explanation of the wage-rate 
ruling at any particular time, and is consistent with the fact that there 
may not be employment for all the workers willing to work for that 
wage-rate. If, in fact, all the workers were employed, marginal pro¬ 
ductivity might be so seriously reduced that employers would be 
compelled to lower the wage-rate to a level that would be unacceptable 
to the body of workers. 

In the determination of wages in the long run , no such definite 
rule can be laid down. Then marginal productivity becomes a variable 
quantity and influences on the side of supply assume greater importance. 
Over a period, there is greater scope for combinations of workers to 
insist on a wage that will ensure a desirable minimum standard of 
life. In so far as trade unions succeed in raising wages or in fixing 
a minimum wage below which workers will withhold their services, 
the standard of living aimed at by workers is an influence affecting the 
supply. But such influences are not independent of the demand for 
labour, nor are they automatic ; the standard of living does not 
determine a supply price of labour analogous to a cost of production, 
as implied by the earlier versions of the Marginal Productivity Theory 
of Wages. 

By combining, workers may affect the supply of labour ; but as 
history shows, combined action, to be successful, must take into account 
the prices prevailing for the products of the labour, and the 
favourable or unfavourable expectation of employers regarding the 
future ; in other words, the extent of the influence of combinations of 
labour on the supply of labour depends on the very factors that affect 
the demand for labour. Combined action by workers is, therefore, 
not an independent influence on the side of supply ; nor is it automatic, 
for trade union influence is essentially an interference with that 
automatic regulation of wages by influences on the side of demand and 
supply, independent of each other, that the Classical Theory postulated. 

Hence, all we can safely say is that wages are determined, from 
time to time, in accordance with the demand for labour as determined 
by the marginal productivity of labour at that time, and the available 
supply of labour. We may add the purely empirical observation that. 
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in the long run, the supply of workers willing to offer or to withhold 
their services at any particular wage may be influenced by the action 
of combinations of workers ; but such action will not be independent 
of influences affecting demand. 

The employer seeks to pay his workers an economic wage, i.e., a wage 
that is determined by reference to the marginal productivity of the 
workers under existing conditions and a wage that the industry can 
afford to pay. The worker, on the other hand, seeks to obtain and 
maintain a social wage, determined by reference to social considerations, 
and particularly to the customary standard of living of the group to 
which he belongs. 

If the standard of life of the workers in a certain grade is threatened 
by a reduction in wages, the workers in that grade are induced to 
combine to try and ensure that the wages paid to them will at least 
cover this standard. On his part the employer does everything possible 
to increase the productivity and efficiency of his workpeople, and to 
make that productivity at least equal to the wage that he has to pay 
them for their labour. Further, the price which the employer will 
demand for his product must be sufficient to enable him to pay this 
wage to his workpeople, and ultimately the demand for labour is 
derived from the demand for the commodities which labour produces. 
Production, however, is carried on long in advance of demand, and 
wages have to be paid long before the product is ready for marketing. 
Hence it is not possible for the employer to determine, when actually 
hiring his workers, what their marginal productivity is likely to be. 
He has to work on an estimate of the ultimate selling price of the product, 
and that estimate determines how much he can afford to pay his labour 
force. For this reason wages, at any moment, under conditions of 
perfect competition, are said to represent the discounted or net marginal 
product of labour , and this discount increases as the industrial process 
becomes more complicated, and a greater period must elapse before 

the product can be placed on the market. 

In spite of the difficulty of estimation, the force of competition 
operates to bring about equality between wage-rates and marginal 
productivity. An employer who offered lower wages than other 
employers would fail to obtain labour. If, on the other hand, he 
continually paid a wage-rate above marginal productivity, his profits 
would be low relative to those of other employers. 


Criticisms of the Marginal Productivity Theory of Wages 

The principal objection to the theory is its assumption of perfect 
competition, and of the perfect mobility of the worker—economic 
conceptions which exist rarely (if at all) in actual life. Althoug 
conditions are changing rapidly, there is little doubt that the employing 
class generally is in a better bargaining position than the great body o 
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workers. The worker must labour if he would live, but as a general 
rule the employer is not in such urgent need of a worker’s services as 
the worker is of employment. Consequently, so far as wages are 
concerned, the power of holding out is much stronger among employers 
than among labourers : there is a distinct limit to the risks the worker 
may run in bargaining with his employer concerning his remuneration. 
So it may frequently happen that, through fear, ignorance, objection 
to change, or other causes, the worker may not seek his best market, 
and the employer may not be compelled to pay all that he can and should 
pay, as determined by the marginal productivity of his workers. 
Further, the employer, being in business for profit and not for pleasure, 
may generally be expected to take as much as he can safely obtain. 
Even if the efficiency of labour were so increased as to result in a 
considerable addition to the net product, and even if the workers 
combined, they would rarely benefit to the full extent of that addition. 

The second great objection to the theory concerns the meaning 
of the term productivity.” We have referred to it as the additional 
contribution of the worker to the net product, but it is clearly very 
difficult to assess or even to estimate that addition. Is it to be measured 
in terms of actual output or in terms of the market value of the product ? 
If the former is taken it is difficult to see how the rate of wages is 
determined. On the other hand, market value is an even more uncertain 
basis. Not only may such value fluctuate considerably after the goods 
have been produced, but the fluctuations may have no reference to 
the cost of production of the goods. Our analysis of gross profits will 
show that the reward of industry may be considerably increased by 
gains of a monopoly kind which can be attributed neither to the 
worker nor to the entrepreneur. Are wages to be influenced, and if so, 
in what way, by such additions to the value of the product ? Is the 
worker to benefit from such accretions of value in spite of the fact that 
they can be attributed neither to his productivity nor to his efficiency ? 

In spite of such criticisms as these, the Marginal Productivity 
Theory gives a reasonable explanation of wages generally, and also 
enables us to explain variations in wages in different countries. It may 
also be applied to explain variations in wages in different trades and in 
different grades of labour. It shows us that the share of the National 
Income which accrues to labour is determined by its productivity 
relative to the other factors of production. It shows also that real 
wages (see post , page 234) may be higher in one country than another 
because the marginal productivity of labour is higher and its marginal 
worth, i.e., its remuneration, is consequently greater. In the long run, 
wages are higher in England than in India, for example, because, in 
the first place, the productivity of labour in India is low, owing to its 
low efficiency ; and, secondly, because of its plentifulness in proportion 
to natural resources. Wages in Belgium are lower than in England 
because, in the former country, the supply of labour is high relative to 
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the country’s natural resources, and consequently its marginal pro¬ 
ductivity is relatively low. Again, wages are higher in one industry 
than in another because the marginal productivity of the workers in 
one as measured in terms of the product is greater than the 
productivity of the workers in the other industry. For similar reasons, 
an overseer or works manager is paid at a higher rate than a machine 
tender or stoker ; his greater marginal productivity is reflected in his 
“ market price,” while his higher standard of life is reflected in his 
“ supply price.” 

The theory also explains the effect on wages of the abundance or 
scarcity of labour at any time. Clearly, the greater the supply in 
relation to demand the lower the rate of wages, because less has to be 
paid for the marginal worker. This statement enables us to understand 
why the introduction of native labour into a country or of women and 
young people into an industry tends to depress wages : if their services 
are sufficiently productive they are taken on and they become the 
“ marginal workers ” whose wages determine the general rate paid for 
that grade of work. 


THE PROBLEM OF RELATIVE WAGES 

Although the Marginal Productivity Theory gives us some 
explanation of relative wages , i.e., of the differences between wages in 
different occupations and countries, and at different periods, it does 
not completely explain such differences. It shows that wages in any 
group or country at any time depend on demand and supply, but it 
does not explain why supply is what it is in such circumstances. 


Nominal Wages and Real Wages 

A distinction which is of importance in connection with the 
problem of relative wages is that which must be drawn between 

nominal wages and real wages. 

Nominal Wages or Nominal Earnings refer to the amount ot 
the wage as measured in terms of money. In this country we may 
say that a man’s earnings are £d a week, but unless we have other 
information, e.g., some indication of the general level of the prices o 
commodities, we cannot estimate the real value of those earnings. ^ 

Real Wages or Real Earnings refer to the “ net advantages ot 
the worker’s occupation, i.e., the amount of the necessaries, comforts 
and luxuries of life which the worker can command in return for his 
services. Hence, in considering the real value of a worker s earnings, 
we must have regard not only to the money value of his wages, but 
also to a number of additional factors. 
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Factors Determining Real Wages 

1. The Purchasing Power of Money. —This varies with the 
general level of prices, and is indicated by index numbers of 
commodity prices (see post , Chapter 24). In 1940, for instance, 
£5 bought far less of the same things than £5 bought in 1939 
because, in the meantime, the value of money had fallen and the 
prices of goods had markedly increased. Hence, even though 
money wages between 1939 and 1946 appreciably increased, real 
earnings (i.e., the worth of wages in terms of goods) in 1946 were 
in many cases much less than they were in 1939. 

Similarly, in comparing real wages in two regions, the prevailing 
level of prices in the two places must be taken into account. 

For instance, money wages in the U.S.A. are much higher than 
in Britain ; but prices and the cost of living are also much higher, 
so that there is not such a great difference between the level of 
wages in the two countries as might appear at first sight. 

2. The Form of Payment. —Although most wages are paid in 
money, the monetary payment does not always represent the whole 
of the return for services rendered. For example, the agricultural 
labourer frequently obtains an additional reward in the form of 
cheap (or even free) butter, milk, eggs, and other foods, or in the 
form of a cottage let free or at a merely nominal rent. Similarly, 
the miner obtains cheap coal and the fisherman cheap or free fish. 
Again, allowance in the cases of many workers must be made for 
such things as pensions, long holidays with pay, free living 
accommodation and free travelling facilities. 

3. The Regularity of the Employment. —In comparing real 
earnings due allowance must be made for differences in the per¬ 
manence and regularity of the work. Some occupations are 
seasonal, as, for example, those of harvesters and builders. Others 
are irregular and uncertain, as, for example, those of fishermen and 
slaters, whose work may be interrupted by bad weather. 

4. The Possibility of Extra Earnings. —Some workers can 
add to their earnings by undertaking other duties either in con¬ 
junction with their ordinary day’s work or in their spare time. 
'Thus bank officials may add considerably to their earnings by 
conducting insurance business, while teachers may increase their 
salaries by undertaking spare-time lectureships and private tuition. 
In other occupations no such opportunities may exist. The 
advantages of an occupation in this respect may be considerable 
where the worker’s wife and family are enabled to add to the family 
income by undertaking work in the same or closely allied occupations, 
as is the case in the great textile industries. 

5. The Length of the Working Day. —In comparing real 
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earnings allowance must obviously be made for differences in the 
number of hours worked per day, and in the number of days worked 
per year. This arises, for example, when we compare the skilled 
mechanic, who earns a high wage but works fairly long hours, with 
a clerk, perhaps in the same works, who earns lower wages but 
enjoys shorter hours. 

6. The Nature and Conditions of the Work. —Some trades 
(e.g., heavy metal casting) are by their nature so exhausting that 
the duration of the working life is reduced, while others (e.g., metal 
grinding and lead-working) are dangerous, and result in periods of 
incapacity which shorten the aggregate earning period. Real wages 
in such occupations are obviously not directly comparable with 
rates in easy and healthy occupations, unless allowance is made for 
the lower total earnings throughout life. 

In the same way the cleanliness, pleasantness, and social 
standing of an occupation have to be considered in estimating the 
real value of the wage received. Adam Smith suggested the 
well-known comparison of the butcher and baker ; the former is 
paid more because of the distasteful nature of his work. 

7. Prospects of Success. —The prospects of promotion and of 
higher wages in the future may induce a man to work hard in the 
present for a low wage. But in comparing that low wage with the 
ligher wage of another man in the same trade, due allowance must 
be made for the present value attached to the anticipated increased 
earnings in the future. 

It is clear, therefore, that if we are to compare the relative rates of 
wages in different occupations, we must determine, first of all, whether 
we are considering nominal or real wages, for although the former may 
be equal in two industries or in two countries, real wages may differ 
considerably. 


Nominal and Real Cost of Labour 

The foregoing distinctions are made from the point of view of the 
labourer. On similar lines the employer has to differentiate clearly 
between the nominal cost of his worker, as measured in terms of the 
wages paid (whether in money or in kind), and the real cost of the worker 
in terms of his productivity or efficiency. For example, two gardeners 
may be employed at the same wage of £3 a week—their nominal cost 
is equal. But, whereas one may dig up only 40 square yards of ground 
in one day of eight hours, the other may dig up 80 square yards in the 
same time. Clearly, the real cost of the second gardener is one-half 
that of the first. 

The Economy of High Wages .—In the case of the two gardeners 
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instanced above, it is clear that if the employer were compelled to do 
so, he could afford to pay the better workman a wage up to £6 a week, 
so long as he found it profitable to pay the less capable worker £3 a week, 
for the additional payment would be made up by the greater efficiency 
of the worker. Similar conditions exist in all branches of production : 
wages may be high, but labour cost may be low. 

“ Low Wages are Dear Wages .”—As a rule, a relatively low rate of 
remuneration is an indication of low productivity, and is not necessarily 
economical to the employer. If the rate of wages is insufficient to 
enable the worker and his family to maintain a reasonable or customary 
standard of living, the efficiency of the work tends to diminish. Hence, 
employers recognize that an increase in the rate of wages within certain 
limits is accompanied by greater efficiency, which will more than 
compensate the employer for the additional expense. This explains 
the conception of “ efficiency wages.” By increasing wages to the 
efficiency point the employer obtains his output at a lower real cost 
per unit, in spite of the high nominal cost of each worker. 

“ Long Hours mean Inefficiency .”—Similar conclusions may be 
reached in regard to the number of hours worked by the labourer. 
Long hours inevitably result in a loss of efficiency if they are continued 
for a period, and here again employers recognize that, up to a point , 
a reduction of hours is accompanied by greater productivity on the 
part of the worker. In other words, the worker can, in the long run, 
turn out an equal, and possibly a greater, output when working the 
shorter hours than when engaged for the longer period. Obviously, 
there is in all cases a point of maximum efficiency beyond which it 
would not pay an employer to make further reductions in the working 
period, but this point can be determined only by practical experiment. 

In general, the greater the use of machinery, the greater the 
economy of high wages, because the handling of expensive and 
delicate machinery by inefficient and possibly careless workers may 
involve the employer in considerable loss. 

Causes of Differences in Relative Wages- 

With a clear conception of the distinctions noted in the foregoing 
paragraphs, we may proceed to survey briefly the fundamental causes 
which determine the differences in wages as between the various 
occupations within a community. 

The demand for labour of any kind at any time is determined 
ultimately by the demand of consumers for the products or services 
of that labour, and the price paid by consumers for those products or 
services is governed by the demand relative to the supply. Although 
the community requires more dock labourers and agricultural workers 
than doctors and lawyers, more bakers than sculptors, consumers pay 
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more for the services of doctors, lawyers and sculptors than for the 
services of dock labourers, agricultural workers and bakers because 
the supply, of the latter types of labour is much greater in relation to 
demand than the supply of the former types. 

In other words, remuneration is lowest in occupations where the 
labour supply is plentiful. Greater abilities, natural or acquired, are 
required in the sparsely supplied employments, and it is because these 
qualities are rare and hard to come by that the supply of labour in 
such employments is small relative to demand and so earns a high 
reward. 

In view of this, we naturally ask : Why do not greater numbers of 
workers qualify and improve themselves in order to move into the 
better paid occupations ? Why is the supply of labour relatively short 
in some professions or industries and relatively abundant in others ? 

In general, the supply of labour in any occupation depends not 
only on its current rate of nominal wages, but also on what may be 
called its general attractiveness or net advantages to the worker as 
compared with other occupations and as determined by :— 

1. The Agreeableness or Disagreeableness of the Work. —Workers 
employed on specially disagreeable tasks have frequently to be paid 
higher rates than those in agreeable jobs. 

2. The Ease or Difficulty of Learning the Work. —The greater the 
ability, trouble, expense and time involved (e.g., in training to be a 
solicitor), the lower will be the supply of labour, unless an inducement 
sufficient to compensate for the expenditure of capital, time and 
energy, and for the delay in earning, is likely to be forthcoming. 

In any such case, the high cost of training does not of itself directly 
ensure high wages, but high wages will be forthcoming if the cost of 
training is such as to restrict the supply of the labour concerned relative 
to the demand for its services. 

3. The Regularity and Security of the Employment. —The work of 
the bricklayer is less regular than that of the joiner, who can work 
indoors in bad weather, while the former must remain idle. Hence the 
supply of bricklayers will decrease unless the remuneration offered 
will recompense them for these anticipated periods of enforced idleness. 

4. The Possibilities of Success or Failure. —Workers are naturally 
attracted to occupations which offer prospects of high material rewards 
in the future, and the higher the chances of success, the greater the 
supply, other things being equal. On the other hand, the likelihood of 
failure is one of the surest deterrents to the attraction of any labour 
other than that of a very low grade. 

5. The Degree of Trust Reposed in the Worker.— The worker who 
can be relied upon to fill positions of trust and responsibility is com- 
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paratively rare. Frequently, such confidence can be earned only after 
years of experience and training, but the social esteem of the eventual 
position is worth striving for, apart from the fair wage which is usually 
earned. 

On the estimation of these net advantages and disadvantages of 
various occupations depends very largely the supply of labour which 
is forthcoming for each class of work, and also the earnings which the 
various classes of labour receive for services rendered. “ If all workers 
were free, at the beginning of their working life, to choose any 
occupation, we should expect, apart from changes in demand, to find 
average individual earnings in different occupations over a year, or 
other sufficiently long period of time, roughly proportionate to current 
estimates of the relative attractiveness of the different occupations. 
Such estimates are, of course, liable to error. Individuals are apt to 
miscalculate chances, and in particular their own chances of securing 
the exceptional prizes of an occupation on the one hand, and of 
escaping unemployment, sickness and accident on the other. In any 
case, however, differences in the attractiveness of different occupations 
are sufficient to account for considerable differences in the value of 
different kinds of work.” 1 

There is still another reason why differences in earnings in different 
occupations persist, even after allowing for any relative advantages the 
lower-paid occupations may possess. As a matter of fact, some of the 
most disagreeable occupations are among the worst paid. The reason 
for this is to be found in the influences that hinder the free entry of 
labour into different occupations, i.e., the immobility of labour, and 
the expense of learning certain trades as well as the difficulty of learning 
in relation to the worker’s ability. These influences affect supply ; 
taken together they explain why the supply of workers in certain 
occupations is large and wages low, although these occupations may 
by no means offer compensating advantages. 


Hindrances to Free Movement and Choice of Occupation 

Perfect competition between workers for employment and between 
employers for labour exists nowhere. 

Combinations of labourers and of employers , in the form of Trade 
Unions and Employers’ Associations, modify considerably the free 
play of economic forces in regard to the supply and remuneration of 
labour in various occupations. 

A strong trade union may for a time be able to force wage rates for 
certain classes of labour above their marginal worth. By imposing 
strict regulations on the admission of apprentices, the use of boy 


1 Hugh Dalton, The Inequality of Incomes, page 255 . 
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labour and the movement of labour from one occupation to another, 
trade unions may, in certain circumstances, enable the labour concerned 
to control the market to such an extent as to be able to demand 
monopoly wages. 

The immobility of labour (see page 68) is also of importance in its 
influence on relative wages. Cost of transporting the labourer himself, 
his family and belongings, together with the difficulty of obtaining 
house accommodation, are important factors in preventing the worker 
from securing a strictly competitive rate of pay. This is particularly 
noticeable whenever there is a temporary glut of labour in any 
particular market, as may arise, for example, when the demand for 
labour, which has been trained and specialized in certain work, falls 
off owing to depression in the industry concerned. The existence of 
non-competing groups of workers, i.e., different grades between which 
movement is difficult or very slow, also tends to the persistence of 
inequalities in the wage levels as between the various groups. 

Custom and tradition have an important influence on the rates of 
remuneration, i.e., the fees paid in certain skilled professional 
occupations, such as those of medicine and of the law. In such cases 
the rates of remuneration are not adjusted by competitive forces in 
accordance with the net advantages of the occupations or with the 
relation between the demand for such services and their supply. 
In these occupations high remuneration may frequently be com¬ 
manded, at least for short periods, by comparatively inefficient 
workers. 

Choice of occupation is also an important influence on relative 
wages. Only in comparatively few cases is this choice in the hands of 
the worker himself. In the first place, the number of occupations open 
to members of the poorer classes is definitely restricted. There are 
certain definite occupations which correspond roughly with the various 
grades of society. In consequence of poverty, lack of education, 
difficulty in obtaining information, and absence of vision, the workers 
may be unable to apply themselves in any but certain branches of 
work, and from generation to generation the tendency is for certain 
classes of workers to remain in the same kind of occupation. The 
agricultural labourer will rarely work his way into a more liberally 
paid calling, while the mill-hand is so adapted to the conditions and 
environment of the textile industries as to find movement difficult, if 
not impossible. 

It is difficult for workers from lower grades of society to enter the 
liberal professions, where the necessary proficiency can be acquired 
only after many years of expensive and difficult training. The “ costs 
of entry ” into the professions of medicine and of the law are relatively 
high, and the doors to such occupations are closed to all except those 
who have fair means and the necessary opportunity. 

These considerations are of special importance in their influence 
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on the choice of careers for children made by parents in the various 
grades of society. Among the poorer classes, little choice is possible, 
and few are able or willing to endure the great sacrifices necessary to 
train children for the more remunerative occupations, in spite of their 
great attractiveness. One reason for this is, of course, that the parents 
themselves do not obtain the reward, and few are sufficiently unselfish 
to sow that others, even their children, may reap. Another reason 
is that frequently the poorer classes, even though they may obtain the 
means and be given the opportunity, have neither the education nor 
the vision to estimate the advantages of bringing up their children for 
a higher grade of work. 

Another influence on choice of occupation is that entry to certain 
occupations, particularly those of high grade, is rendered difficult by 
the efforts of persons already “ in possession ” to limit the increase 
in numbers by restrictions of various kind, such as the imposition of 
heavy fees, the demand for high qualifications, and the insistence on 
a certain standard of general education and of social fitness. Even 
among the artisan classes, regulations concerning apprenticeship and 
learners tend to limit the incursion of new blood and prevent supply 
from overtaking demand. 

Because of these hindrances to free movement and restrictions on 
the free choice of occupation, the supply of labour in the lower grade 
occupations is generally large relative to demand, and the price of 
such labour, i.e., the rate of wages, is consequently low. Demand for 
such labour is high, but it is not so high in relation to supply as to 
warrant an increase in wage-rates. 

In some low-grade unskilled occupations, such as general labouring, 
the competition for employment is intensified by the fact that they 
provide a kind of “ dumping ground ” for the poorest class of labour in 
the community, including young and old, casuals and vagrants, men 
who have drifted downwards from much better positions, and others of 
doubtful character who are compelled to accept whatever work is 
offering. The supply of workers for such occupations is large in relation 
to demand, and the level of unemployment is ordinarily high. These 
facts, and the resultant low rate of wages, indicate that it is much easier 
for the worker to sink lower in the scale of occupations than to move 
upwards into a better grade. 

Although in Britain and certain other countries various steps 

(known generally as “ decasualization ”) have been taken by the 

Government to deal with the problem of casual labour, it is as yet by 

no means solved, and there are still occupations where wages are low 

and conditions poor because the supply of casual workers is very large 
in relation to the demand. 

On the other hand, remuneration in the more highly skilled occupa¬ 
tions and in the liberal professions is comparatively high because natural 
and artificial factors tend to make entry into those occupations difficult 



242 


ELEMENTS OF ECONOMICS 


and expensive and so keep the supply of workers small relative to the 
demand. In general, the longer the period of training necessary, the 
greater the expense and so the smaller the supply and the higher the 
remuneration. 

It is, therefore, not true to say that the higher remuneration earned 
in skilled occupations is purely a payment for superior skill or for the 
training and expense involved in acquiring such skill. If doctors were 
as numerous as dock labourers their rewards would not be as high as 
they are now. The high rewards are not due to special skill or ability, 
but to the fact that the costs, in work and money, of obtaining that 
skill cause a scarcity of doctors relative to the needs of society for their 
services. Their marginal productivity is high, and consequently their 
reward is high. 

Nor is it altogether true to say that the reward of skilled men must 
remain high if an adequate supply is to be ensured. It may be that the 
promise of a high reward induces many people to incur the heavy costs 
of training ; but it would be too sweeping to say that no one would 
train to become a teacher or doctor unless monetary rewards were 
expected to be high. If it were true that skilled men received high 
wages solely because of their skill, we could not explain why they 
sometimes receive low wages. But we know that skilled engineers 
receive low wages in times of depression because then the demand for 
skilled engineers is small relative to their supply. Thus the demand 
factor must not be neglected in considering relative wages. 


The Wages of Male and Female Labour 

A consideration of the factors which we have just discussed affords 
an explanation of the higher wages paid for male labour as compared 
with that for female labour, even where the work itself is almost identical. 
Owing to physical limitations and legal and other restrictions women 
are prevented from entering many occupations, with the result that the 
supply of female labour tends to be concentrated upon a narrow field. 
Moreover, since women as a rule do not intend to embark upon a 
permanent industrial career they are seldom willing to undergo the 
long and expensive training which is necessary to secure a highly-paid 
post. Competition is accordingly extremely keen in the comparatively 
few occupations open to women, and is further intensified by the 
competition of elderly or weak men, and of young boys and girls. 

Again, the social responsibilities of women workers are less than 
those of male workers. While a man’s wages are influenced by the fact 
that a man has to support a family, a woman is regarded as having to 
support herself alone. There are women in industry who work only 
for pocket money and are dependent on fathers and husbands for me 
necessaries of life. Such women naturally lower the standard wage for 
all women workers, and indeed, for male workers as well. All these 
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factors, together with the weak organization of women in industry, tend 
to produce a low level of wages for female labour. 


Wages Under Monopoly 

When free competition gives place to monopoly, the Marginal 
Productivity Theory of Wages must be modified. Under monopolistic 
conditions, the entrepreneur estimates that an increase in his output 
will bring down the price of his product. Consequently, he expands 
production and engages additional workers only if the addition to his 
wages bill is less than his marginal revenue, and less than the value of 
the itu ginal product of labour by the amount of the reduction in price 
on the previous units of output. The employer would lose if he paid 
the worker the full value of his marginal product ; hence he pays less. 

Another factor tending to depress the wages of labour under 
monopoly is that fewer workers will be employed, i.e., the total demand 
for their services will fall. The explanation is the same as in the previous 
case. If the labour force were increased only up to the point where the 
receipts from the sale of the additional output, less the reduction in 
the receipts from the output previously produced, equalled the 
additional wage, fewer workers would find employment than if the 
labour force were increased up to the point where the receipts from the 
sale of the additional output equalled the additional wage, as is the 
case under perfect competition. 


CHAPTER 19 


INTEREST AND ITS DETERMINATION 


Interest is the payment made for the use of capital ; it represents the 
reward of the capitalist paid out of the product of industry. 

As generally used, the term “ interest ” denotes the payment made 
for the loan of money. Money, however, is simply a means of obtaining 
capital in various forms, e.g., machinery, raw material, buildings and 
ships. Hence, interest is paid for the use of monetary capital because 
monetary capital is the agency through which capital in general is 
obtained and controlled. 

The term “ interest ” is applied in the same community at the same 
time to payments that differ greatly in kind and amount. Money¬ 
lenders may charge up to 20 per cent, per annum interest on their loans, 
whereas banks in Britain borrow millions from their customers for 
little or no interest ; the State and municipalities borrow enormous 
sums for long periods at 3 per cent, or less, while industrial firms of 
standing may have to pay perhaps 3J per cent or 4 per cent, on their 
loans. If, then, interest is paid in all these cases for loans of monetary 
capital, and if, as may be fairly assumed, all such capital is inter¬ 
changeable, we naturally enquire why such differing rates can exist in 
the same community at the same time. Should not competition between 
borrowers and between lenders tend to force all rates of interest to the 
same level ? 


Elements of Gross Interest 

The answer to this problem is to be found in the fact that the term 
“ interest,” when applied to the payments mentioned, is being used to 
cover various elements in addition to net or pure or economic interest. 
Such payments are best distinguished as gross interest , which may be 
regarded as an inclusive return to the investment of capital, comprising 
some or all of the following four elements :— 

1. Net Interest, i.e., the return for the use of capital only. 

2. Insurance against Risk, i.e., an additional payment de¬ 
manded by the lender as an insurance against the possible loss of 
the capital. The risks covered may be those which arise from 
business contingencies or those which may result from personal 
defects of the borrower, such as inexperience or incapacity. 

3. Remuneration for Inconvenience. —The ideal investment 
is one in which money of large or small amount may be placed, and 
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from which such money may be withdrawn at the will of the 
investor. Inconvenient investments are those which may be repaid 
at any moment and the money suddenly returned to the lender, who 
may not easily find a fresh use for it ; or those in which the capital 
is locked up for a long period and from w'hich it cannot easily 
be withdrawn. The greater the inconvenience, the higher the 
payment which must be made to the investor in order to attract his 
capital. 

4. Remuneration for Services. —Certain small lending opera¬ 
tions, such as pawnbroking and small moneylending, involve much 
work in keeping records, accepting small periodical instalments, and 
carrying out enquiries as to the respectability and standing of the 
borrowers. In such cases, the lender expects to be adequately com¬ 
pensated for the trouble he incurs, otherwise he would seek a better 
return on his capital by investing it in some less troublesome 
direction. Hence, if borrowers must have such services, they must 
be prepared to pay for them, and the payment is included in the 
gross interest charged. This element of gross interest may, therefore, 
be regarded as remuneration for the labour of managing the 
investment. 

There are not many cases where it can be said that pure economic 
interest only is paid, but the yield on British Government Securities 
(i.e., 2£ per cent. Consols and 2£ per cent. War and Savings Bonds) is 
probably a near approximation. Some economists regard net interest 
as that which is paid on trustee investments , i.e., British Government 
and other securities, in which trustees may invest money without 
running any risk of personal liability. The slight differences between 
the rates of interest on different government securities may be attri¬ 
buted to the factor of convenience and the prospect of obtaining a good 
rate over a long period: a long-period loan, even at a siightly lower rate, 
is to be preferred to a shorter-dated one giving a higher return by an 
investor who wishes to be sure of his rate for a long period and be 
saved the inconvenience of finding a high-yielding security for the 
investment of his funds at the end of a comparatively short period of 
time. 

If the prevailing rate of interest on first-class government stock 
works out at approximately 3 per cent., we may regard any higher 
payment for the use of capital as gross interest, i.e., as including certain 
of the other elements in addition to pure interest. As a general rule 
the most important factor is the question of risk—both the risk of not 
obtaining regular interest and the risk of loss of capital—and we find, 
therefore, that the net return or yield per cent, obtained from the 
same kind of investment in industrial concerns of similar class and of 
equal financial strength tends to the same level. 



240 


ELEMENTS OF ECONOMICS 


The Problem of Interest 

In considering the question of interest on capital as an element in 
distribution, we are confronted by three main problems : (1) Should 
interest be paid ? (2) Why is interest paid ? (3) How is the rate of 
interest determined ? 

The question as to whether interest should be paid is partly a moral 
one and involves other than economic considerations, so only a brief 
reference is necessary to the problem which has been much debated for 
many centuries. For a very long period the prevailing view was that 
any exaction of interest from a borrower was unjustifiable, and in 
ancient and mediaeval times the Church supported this idea by for¬ 
bidding usury or the lending of money at interest. This attitude was 
based in the first place on the fact that in those periods there was little 
employment of capital for productive use, and consequently there was 
little evidence of the gain which accrued from its employment. 
Secondly, the actual nature of moneylending operations was sufficient 
to bring them into disfavour : on the one hand were persons in 
distress who were compelled by circumstances to seek assistance, and 
on the other hand were the wealthy and generally oppressive money¬ 
lenders. The fact that the latter frequently belonged to a non-Christian 
people (i.e., the Jews) helps also to explain much of the harshness and 
bitterness with which they were regarded, but there is little doubt that 
the unpopularity of moneylenders generally, and the unpopularity of 
the business which they conducted, were well-merited by reason of the 
exorbitant rates which they exacted. These were, as a rule, quite out 
of proportion to the real value of the service rendered, and were in 
many cases so high as to bring ruin to the borrower. 

The development of industry and commerce, and the constantly 
growing need for capital as an instrument of production, brought a 
gradual change in the opinions of men regarding the payment of 
interest. The great objection to usury and moneylending was based 
chiefly on the fact that it was so frequently resorted to in consequence 
of want, distress, or prodigality, and in such circumstances that the 
lender could impose oppressive terms on the borrower, and frequently 
obtain a baneful influence over him. In time, however, it came to be 
recognized that a properly conducted business transaction for the loan 
of money for business purposes was of advantage to both parties, and, 
in fact, usually more beneficial in the long run to the borrower than 
to the lender. And while, on the one hand, borrowers for business 
purposes could give adequate security and thus lessen the risk of the 
transactions, on the other hand, lenders came to recognize that their 
business would increase if reasonable rates were charged. Thus we 
find that interest was charged and paid for loans for commercial 
purposes in spite of the law and the Church, and in spite of popular 
opinion, and eventually it became recognized in all progressive states 
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that the lending of capital and the payment of interest were necessary 
transactions in the business world. 


Socialist Views on the Legitimacy of Interest 

But although the older objections to the payment of interest on 
loans of capital have tended to disappear with the march of progress, 
socialist writers in more recent times have attacked interest from other 
points of view. In fact, writers such as Karl Marx and Rodbertus 
have gone so far as to characterize the taking of interest as robbery and 
theft. They base this view on the idea that the concentration of capital 
in the hands of capitalists is the result of a cumulative process of 
spoliation or exploitation. Capital, they maintain, is the result of 
saving out of the proceeds of the labour of others—chiefly wage-earners 
—and all great fortunes have been accumulated by the illegitimate 
appropriation of the product—the “ surplus value ’ —of this labour. 
Consequently, they hold that if capital is the result of spoliation, 
interest thereon cannot be justified and is in fact a form of theft. 

Economics is concerned, however, with the reward that accrues to 
capital as a factor of production, and not with the justice or injustice of 
the individual control of that factor. Capital will yield interest as a 
result of being productively used whether it is owned by individuals, 
by corporations, or by the State itself. Even if all the capital in the 
country were owned by the State, interest would still accrue as a result 
of the productive employment of that capital. The ownership of 
capital cannot affect the fact that it earns a return in the form of 
interest, and objection to the industrial ownership and control of 
capital is not a valid objection to the payment of interest for the use of 
capital. 

On the other hand, the claim of Socialists that the payment of 
interest provides the capitalist with an income for which he has not 
worked is to some extent justified. The capitalist merely allows his 
capital to be used, and, even if it is argued that he has laboured to 
amass that capital, it is still true that he obtains interest without 
working for it, because the reward for his past labour was the capital 
itself. 

But if the system of private property is to be maintained and if it 
is recognized that capital is an essential factor in production, then it 
appears reasonable to infer that nothing should be done which would 
tend to interfere with the adequate supply of that factor. The induce¬ 
ment to possess capital depends essentially on the recognition of 
private ownership and, as we shall see later, on the possibility of 
obtaining an income from accumulated capital in return for its use. 
Therefore so long as private ownership is recognized, it is clear that 
some reward in the form of interest must be paid, if the services of 
capital in production are to be continued and encouraged, and it 
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must be left to competitive forces to ensure that the rate of remunera¬ 
tion of capital is not in excess of the economic service which it renders. 

Not only is interest inevitable and its payment necessary, but also 
the rate of interest performs an important function in the economic 
system in that it discriminates as to the demand for capital. The rates 
paid in different industries indicate the intensity of demand for capital 
in those industries. Hence differences in the rate of interest, by 
attracting capital to those channels where it can be most profitably 
employed, ensure its efficient use, and the development of those 
branches of industry which aim at satisfying the most urgent needs of 
society. 


Why Interest is Paid—A Reward for Service 

It is now generally agreed that interest is a payment or reward for 
the use or services of capital in production. People pay interest 
because they receive a necessary service in return and because this 
service would not be forthcoming unless a reward were paid for it. 
By payment of interest they obtain a command over wealth and over 
all the utilities and satisfactions which that wealth can command. 
Interest is not merely a payment for the loan of money : it is a payment 
for the temporary control of capital in general —of all the physical and 
material things for which that money can be exchanged. Interest is in 
fact a payment for the use of the goods of others. 

But interest is not paid for the mere object of being able to control 
goods. The time has passed when loans were made chiefly to assist 
the spendthrift, the needy, and the distressed. Today most capital is 
borrowed in order to assist the production of further wealth. Capital 
is needed because production takes time—there is an interval between 
the buying of plant and raw materials and the hiring of labour, and 
the time when the finished product is put on the market. Only then 
does the producer get back the money he has spent. To tide over the 
interval, the producer must either have saved money himself, or he 
must induce somebody else who has saved, or who is prepared to save 
(i.e., to postpone consumption), to lend him the money. 

Capital thus enables the producer to wait for the completion of 
his labours. If he had to undertake all the saving himself, production 
might never get started. He is prepared to pay interest for being 
enabled to wait, and because he expects, by using the borrowed capital, 
to make a return large enough both to cover the interest and to leave 
a profit for himself. This profit he would not make if he did not have 
command over capital lent him by others. Hence the justification for 
interest on borrowed capital lies in the command the borrowed capital 
gives the borrower over the result of the waiting of others. 

On his part the lender of capital expects to receive a payment 
because, in the first place, he knows that the use of his capital by the 
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borrower should result in an accession of wealth, and he expects to 
share in that increase, for if his capital were not loaned he might himself 
apply it for productive purposes and benefit thereby. Secondly, 
a lender expects to be compensated for being deprived of a part of his 
wealth and of the immediate satisfaction for which he could, if 
necessary, exchange that wealth. In the third place, a capitalist must 
have some inducement to save up wealth for future use: he must have 
some incentive to sacrifice the present enjoyment of his wealth for 
the sake of an anticipated future enjoyment. Interest is, therefore, 
a payment which society must make in order to induce people to 
accumulate wealth and to lend that wealth to others who wish to make 
use of it. 


THEORIES OF INTEREST 

Several theories have been put forward by economists in an attempt 
to explain the economic cause of interest and the economic principles 
that determine the demand for and supply of capital, and therefore the 
price paid for it, i.e., the rate of interest. 

The Productivity Theory of Interest 

The older economists considered that capital is productive of 
interest in just the same way as land is productive of crops. They held 
that interest exists because it is the nature of capital to produce a value 
in addition to its own value, and that this addition to value is interest, 
the amount of which depends entirely on the productivity of the capital 
concerned. Productivity in this sense is not to be understood in the 
sense applicable to capital invested in a herd of cows or in a flock of 
sheep, which increase naturally in numbers and in value. The meaning 
intended was that productivity which results when labour is assisted by 
capital. A net enables a fisherman greatly to increase his productiveness, 
while a farm labourer can produce far more with the motor plough and 
mechanical reaper than with the hand plough and the scythe. 

The Productivity Theory possessed the advantages of simplicity 
and apparent truth, and for a long period it was accepted as an 
adequate explanation of interest. But if productiveness were the prime 
^nxunant of interest, then interest (i.e., pure interest) on capital 
should vary with that productiveness, whereas we know that net 
interest in the same community tends to equality, and tends also to 
tall as society progresses and capital becomes more efficient and more 
remunerative to its users. Again, if capital enables the labourer to 

increase his output, can the extra productivity be ascribed to capital_ 

to the material objects used by the labourer—or to the labourer 
himself ? Furthermore, the Productivity Theory of interest offers no 
explanation of the payment made for consumption loans, such as those 
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obtained and used by a spendthrift, for capital in such cases cannot be 
regarded as productive. 


The Abstinence Theory of Interest 

The Productivity Theory attempts to explain interest chiefly from 
the side of demand ; it is an attempt to show why interest is paid by 
those persons who desire to obtain the control of capital. But as was 
pointed out in the foregoing paragraph, it does not go far enough. 
It is of no more use as an explanation of interest than the statement 
that “ wages are paid because labour is productive ” is an explanation 
of wages. Later economists endeavoured, in the Abstinence Theory, to 
show why interest must he paid to owners of capital if supplies of 
capital are to be forthcoming. 

The exponents of this theory maintain that interest is the reward 
for abstinence or waiting , i.e., for abstaining from the immediate 
consumption of capital and saving that capital for future use or enjoy¬ 
ment. The term “ abstinence ” in this connection must not be 
understood to imply suffering or hardship ; clearly no great sacrifice 
is involved when a wealthy man saves part of his income—it means 
merely that one consumes less than one has power to consume, 
i.e., that expenditure is less than income. Interest, it is said, is a 
payment made in order to induce that surplus of production over 
consumption which is necessary if the supply of capital is to be 
maintained. 

The Abstinence Theory has been much criticized because it is based 
on the assumption that a purely negative act or a simple abstention can 
produce something (see page 84, ante) y and also because it fails to 
give attention to the important factor of productivity, which, although 
not the sole determinant of interest, cannot be altogether neglected. 

But in spite of its incompleteness, the theory is important in so far 
as it indicates why interest must be paid if a sufficient supply of capital 
is to be forthcoming, and the conception of abstinence or waiting, like 
that of productivity, must, therefore, be regarded as one of the deter¬ 
minants of the rate of interest accruing to capital. As society progresses 
the demand for capital continually increases, but the amount of capital 
which would be forthcoming from those fortunate persons who have 
so much that they find it easier to save than to spend is but a small 
part of all the capital that is demanded. Hence some inducement must 
be offered so that the necessary capital may be accumulated. 


The Austrian Theory of Interest 

The Austrian Theory maintains that the payment of interest arises 
from the fact that man prefers present satisfaction to future satisfaction. 
Human desire, which is the basis of demand, is stronger for things 
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which can be immediately enjoyed than for things in the future, when 
satisfaction is more remote and less certain. Future goods are less 
valuable than present goods, in the same way as we maintain that 
“ a bird in the hand is worth two in the bush.” Interest is the payment 
which man requires in order to equate future with present values : 
it is the price of time , its cause and its measure is impatience io enjoy 
(Irving Fisher). If a man is offered the choice of £100 now or a similar 
certain payment in twelve months’ time, he would almost certainly 
choose the present payment. But if he were offered £105 in twelve 
months as against £100 now he might choose the future payment. 
His decision would depend on whether the “ waiting ” would be 
recompensed by payment of the extra £5. This amount would be, 
in fact, a compensation for the postponement of satisfaction , and the 
estimation by the investor ol the value ol this postponement determines 
the rate of interest. 

The above theory is sometimes described as the Time Preference 
Theory , from the fact that the interest measures the difference between 
the value of present and of future goods of like kind and like 
amount. Interest is the rate at which future satisfaction is discounted 
in the present. An excellent illustration of this statement is the dis¬ 
counting of first-class bills, to which no appreciable risk applies. The 
rate of discount in such cases is a close measurement of the degree to 

which the present control of capital is preferred to its control at some 
time in the future. 

The supply of capital thus depends on the general estimation of 

the difference between present and future goods. For any given 

amount of capital required, the rate of interest must be sufficient to 

attract the marginal investor (i.e., the most unwilling investor) 

necessary to furnish that supply. The theory, in other words, maintains 

that interest rates are determined by the estimation the marginal 

investor places on the value of present, as compared with future 
satisfaction. ’ 

It must be understood, however, that there is no simple relationship 
between the prevailing rate of interest and the supply of capital. 
In most cases it is true that, the higher the rate of interest offered, the 
greater will be the supply of capital which is forthcoming ; but, 
when the object of saving is to provide a given income for the future, 
then, obviously, the higher the rate of interest, the less the amount 
which need be saved. Moreover, very rich people will save whatever 
the rate of interest. Nevertheless, the first-mentioned tendency is 
undoubtedly the most general : rising interest rates tend to increase 
the supply of capital forthcoming for investment. 

The Austrian Theory is defective in that it emphasizes too greatly 
the supply side and attaches too little importance to the influence of 
demand. Interest is paid not merely because the lender must be 
induced to lend; many other factors have also to be taken into 
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consideration, especially the number of loans for which those engaged in 
productive enterprise and other borrowers are prepared to pay. The 
number of loans will depend not on the productivity of capital in 
general, but on the marginal productivity of capital employed in 
production. 

How the Rate of Interest is Determined 

The supply of capital for productive or other uses is a service that 
must be paid for. The value of that service is usually expressed in 
terms of a percentage per annum on the amount lent, and, as in the 
case of all other values, the rate of interest or the price of capital is 
determined by the relation between the demand for capital and its 
supply. 

The Demand for Capital comes from all those who can employ 
that capital with advantage, or with anticipated advantage, to them¬ 
selves—from traders and manufacturers, private individuals and 
business people, from local authorities and from the State itself. 

Borrowers are prepared to pay for the use of capital because capital 
is productive. But, as in the case of other factors of production, the 
demand for capital depends on its marginal productivity. Those 
engaged in productive enterprise will use borrowed funds to purchase 
capital equipment of various kinds, or to purchase raw materials, or to 
hire labour, only to the point where the return they expect is sufficient 
to cover the rate of interest they have to pay ; i.e., until the marginal 
productivity of capital is equal to the rate of interest. 

Against the rate of interest they have to pay, producers will balance 
not the gross but the net return on the borrowed capital. If a man 
anticipates a gross profit of £1,000 on a productive enterprise for 
which he has borrowed £10,000, he will not be prepared to pay 
10 per cent interest. For out of the gross return he has to make 
allowance for the depreciation of the capital assets he has acquired 
with the borrowed money, and he has to set aside a portion as 
remuneration for his own services or for the services of others whom 
he has hired to take charge of the enterprise for him. 

In addition, there is the very important fact that it is the 
expectation of profit and not the actual profit that the producer has to 
weigh against the rate of interest. He has to take into account the 
risks involved in production—that he may lose a portion or even all 
the capital he has borrowed. He must, therefore, make some allow¬ 
ance—depending on his optimism—for the risk factor in comparing 
the net marginal productivity of his borrowed capital with the rate of 
interest he has to pay. 

The marginal productivity of capital falls as the supply of capital 
invested increases. At first sight, this cannot be accounted for by the 
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operation of the Law of Diminishing Returns, which explains why the 
productivity of factors of production falls as their supply increases. 
For capital can be put to any one of a variety of uses, and can be used 
to hire any other factor. The question is not, therefore, one of varying 
amounts of certain factors being applied to a fixed quantity of another 
factor. Capital can be used to buy any factor that can profitably be 
used, in accordance with the Principle of Substitution. 

Nevertheless, capital is no exception to the operation of the Law 
of Diminishing Returns. While returns to capital may be increased 
over a considerable range by using the most productive combinations 
of factors, there comes a point when other factors can be hired only 
at increasing cost. Wages may have to be increased, or, what comes to 
the same thing, higher rates of overtime may have to be paid ; or the 
real cost of labour may increase because labour of a lower grade has 
to be used. As we saw in our consideration of rent, there are only 
a limited number of suitable sites for productive purposes, and other 
sites may not be good substitutes. Moreover, raw materials may, after 
a while, be obtainable only at higher prices. Higher costs of transport 
may become necessary in order to sell the product and higher costs of 
advertising may have to be incurred. 

Consequently, so long as the conditions of demand for capital 
remain the same, the marginal productivity of capital must fall as the 
supply increases, because less suitable or more costly units of other 
factors have sooner or later to be used. In addition, risk may increase. 
The greater the amount of capital invested in an industry, the greater 
is the risk that further investment, aiming at a further increase in 
output, may not prove profitable. 

Many influences can change the conditions of demand for capital 

and so its marginal productivity. An invention, such as the railway, 

may so increase the demand for capital that a larger amount is 

demanded at the rate of interest previously prevailing. Secondly, 

a change in the demand for certain types of goods will affect the 

marginal productivity of capital in those branches of production. This 

may be offset by reduced marginal productivity in other branches* 

but if there is a change in incomes, as a result of the new investment 

undertaken to satisfy the increased demand, marginal productivity in 
general may increase. 

Thirdly, factors like an increase in population may increase the 
demand for capital because more houses, machines and other forms of 
eqmpment are needed. On the other hand, if conditions arise in 
which less capital is needed, e.g., owing to a fall in the population the 
existing amount of capital will earn a lower rate of interest, or the same 
rate can be maintained only by dispensing with some of the capital 

further, the marginal productivity of capital changes in response 

♦ " ex P ectatlons regarding the future. If business men 
expect markets to be more active and profitable, they borrow on a 
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larger scale in order to increase production. If they expect markets to 
be dull, they borrow less or borrow only at a lower rate. 

The Supply of Capital. —As we saw in Chapter 9, the total stock 
of capital depends on the will to save and the power to save. At this 
point, however, we are concerned, not with the stock of capital in 
existence at any one moment, but with the influences that cause 
variations in the supply of loanable funds available for conversion into 
capital, i.e., with the influences that cause variations in the rates of 
interest. 

Savings must be left out of account; for while there would be no 
loanable funds if there were no savings, the relationship between them 
is neither straightforward nor direct. We have seen that the will to 
save depends partly on the rate of interest; it cannot, therefore, be 
regarded as an independent influence determining interest rates. 

There is a more fundamental reason why individual decisions to 
save more or less can exert no direct or independent influence on the 
supply of loanable funds, and, therefore, on the rate of interest. 
As will be explained more fully in Chapter 30, the fact that some people 
save more may result in less being saved by others. If people decide 
to spend less on consumption, retailers are left with unsold stocks ; 
their turnover is reduced, orders for replacement of stock are delayed, 
and current production falls. The result may be a fall in employment 
and incomes, and, at the lower level of incomes, the power to save may 
be less than before. Conversely, a decreased desire to save (or, what 
comes to the same thing, an increased desire to consume) may 
stimulate current production, increase incomes, and so increase the 
power to save. 

Thus, saving can affect the supply of loanable funds only through 
other factors that operate to increase or reduce incomes and so determine 
what the community actually saves as distinct from what it intends 
to save. One of the main factors that operates to increase or decrease 
incomes is the scale of current investment (see Chapter 30), but as this 
depends both on the rate of interest and on the demand for loans, the 
size of incomes cannot be considered as an independent influence on 
the supply of loanable funds. 

A more independent influence on the supply of loanable funds is 
monetary policy. As is explained in Chapter 27, monetary policy 
frequently is used to vary the supply of funds that can be borrowed. 
Of course, banks cannot grant overdrafts or make loans if nobody is 
willing to borrow ; and to this extent, their power to increase the 
supply of money is limited. Also, they have to consider their reserves 
in deciding to pursue any particular monetary policy. But within these 
limits, the banks have considerable latitude in extending or restricting 
credit, and thereby adding to, or reducing, the supply of loanable funds. 

In so far, however, as monetary policy is dependent on general 
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business conditions and expectations regarding the future, the supply 
of loanable funds is also subject to the influences that determine the 
demand for such funds. 

Quite often, therefore, the demand for loans and the supply of 
loanable funds vary together and in the same direction ; and the 
influences they exert on the rate of interest are cancelled out. There 
may, however, be a short lag between changes in the demand for loans 
and changes in the supply of loan funds. While interest rates may rise 
quickly because of an increased demand for loans, the supply of loan 
funds may not increase until the increased loan expenditure has made 
itself felt on incomes. On the other hand, monetary policy can to 
some extent exert an independent influence on the supply of loan 
funds, for the greater the supply of funds available for lending, the 
lower will be the rate of interest and vice versa. 

We must now introduce another influence from the side of supply. 
Throughout our analysis we have assumed that other things remain 
equal. But other things may change, and the most important of these 
is the liquidity preference of the public, i.e., the desire of people to 
hold money rather than loans. Funds invested in loans cannot easily 
be withdrawn at short notice and put to other uses. But money can be 
readily converted into any suitable alternative its owner chooses ; so 
can bank balances (which for all practical purposes count as money), 
and gilt-edged securities, which are almost as liquid as bank balances 
because they can be quickly and easily converted into cash. 

What is of value in the Austrian theory of interest—the point that 

people need an inducement, in the form of interest, to forgo the 

advantage of holding money in liquid form—has been taken up in the 

concept of liquidity preference. In Chapter 24, we shall consider the 

various factors on which the desire for liquidity depends. Here we 

need note only that the whole supply of loanable funds will not be 

available to meet the demand for loans at any given moment. Part of 

it will be held back because the public prefers to hold money (the most 

liquid kind of asset), or assets that can without difficulty be converted 

into money, rather than loans which tie up funds for a long time. The 

desire for liquidity varies from time to time and from person to person 

and so affects the supply of funds actually available for loans, i e the 
supply of capital. 

This is obviously an important influence on the rate of interest • 
the rate of interest must be such that it leads a sufficient number of people 
to forgo the advantages of holding money and induces them to hold loans 
instead. Many economists, notably Keynes, in addition to the Austrian 

school, have regarded the desire for liquidity as a main factor in the 
determination of interest rates. 

But we can give due weight to the importance of this factor without 
being led to conclusions inconsistent with our previous analysis. It is 
mainly a question of the point of view from which the determination of 
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interest rates is approached. If, as hitherto, we take the liquidity prefer¬ 
ence of the public as given, interest rates will be affected mainly (on the 
supply side) by the flow of loanable funds. If, on the other hand, the 
stock of loanable funds is taken as given, interest rates will be affected 
(again from the supply side) chiefly by the willingness of the public to 
forgo liquidity in order to subscribe to all the loans required by the 
borrowers. Interest rates will vary until lenders are indifferent as to 
whether they hold money or loans. The greater their liquidity prefer¬ 
ence, the smaller will be the amount available for lending and the 
higher the rate of interest required to accommodate all would-be 
borrowers ; and vice versa. 

In practice, of course, both liquidity preference and the supply of 
loanable funds vary. They may vary together, or they may change in 
the opposite direction, so that at any given moment either the one or 
the other may be exercising the greater influence on the supply of 
capital. 


Summary of Conclusions 

Enough has been said to show how complex and interdependent 
are the factors that influence the demand for loans and the supply of 
loanable funds, which together determine the rate of interest. When 
the interaction of the demand for loans and the supply of loanable 
funds is considered, care must be taken not to make any conclusions 
about the resultant rate of interest that may be vitiated by factors 
left out of account. 

For instance, though the supply of loanable funds may be large 
either because of a plentiful supply of money or because of a low 
liquidity preference, the rate of interest may still be high if the 
demand for loans (as determined by the marginal productivity of 
capital) is very great. This usually happens when a period of trade 
activity is getting under way. On the other hand, during the later 
stages of a boom, the rate of interest may be even higher in spite of the 
fact that the demand for capital has fallen off, for by that time there 
will have been a sudden increase in liquidity preference as well as a 
contraction of banking credit. 

It is equally possible that rates (or at any rate the long-term rate) 
may remain high some time after the boom has broken. For although 
the supply of money may by then again be plentiful and the demand for 
loans still small, liquidity preference may still be high, as those uncertain 
of the prospects for business will prefer to keep their money idle, or in 
liquid government securities. It is only during the later stages of the 
boom and the earlier stages of recovery that the rate of interest is 
likely to be low, for then there will be a plentiful supply of money, 
a comparatively limited demand for loans and a low liquidity preference. 

Even when all these factors are taken into account, we have still to 
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bear in mind that influences from the side of supply and demand are 
not always independent of one another. We have already noted this 
fact in discussing the supply of capital, but it applies equally to the 
demand for loans. For one of the factors determining the marginal 
productivity of capital is the scale of current investment , and that in 
turn depends, among other things, on the existing rate of interest, 
which depends on the interaction of demand and supply. 

Clearly, the supply of and the demand for loanable funds, liquidity 
preference, marginal productivity and time preference all play their 
part in determining rates of interest at any particular time. Further 
discussion of the matter is to be found in Chapter 30. 

Reasons for the Existence of Differing Rates of Interest 

Pure interest—the price of capital—is thus determined, like all other 
prices, by the operation of the fundamental law of value. According to 
this law there should be only one price for all capital in the same market, 
and as a general statement this is true. Any portion of capital is just as 
useful to a borrower as another, while the use to which capital is put 
is, generally speaking, a matter of indifference to the lender or investor. 

It was stated in Chapter 12 that, normally, the market for capital 
is the nearest approximation to a perfect market ; it is in fact world¬ 
wide, and there may be said to exist only one price for the commodity_ 

capital. That price is the rate paid in the most progressive States— 
such as Britain—for loans of undoubted security, and rates in other 
countries tend to be measured by such a standard, any excess or 
deficiency being accounted for by the presence of other elements 
constituting gross interest. Rates in the newer countries and in 
backward communities are much higher than the minimum, because 
the elements of risk and of inconvenience are much greater. The newer 
the country the less is the stability of economic institutions and of 
economic relations, and the greater the possibilities of revolutionary 
changes in the existing business and social order. All such factors must 
very materially influence a marginal investor in determining the rate 

which he will consider adequate to induce him to invest his capital and 
to cover his risk of loss. 

The attitude of investors is therefore a very important factor to be 
taken into account by those responsible for raising capital for industrial 
and other purposes. Indeed the psychological influence is probably 
more important at any moment than any other factor as a determinant 
ot the rates which are offered and paid to tempt the investing public. 

Pure Interest and Discount 

In the foregoing paragraphs we have sought to determine the 
economic basis for interest on capital, i.e., goods, as distinguished from 
discount, or interest on loan money which is immediately available to 
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discharge obligations. By carefully keeping in mind this distinction we 
can appreciate without much difficulty why discount rates in particular 
money markets may fluctuate within wide limits, and also vary greatly 
as between one market and another, while the rate of pure interest 
remains practically unchanged. The reason is to be found in the 
changing relations of demand and supply of loanable money that is 
immediately available in the various markets. The supply of such money 
depends on the state of the banking reserves and on the conditions of 
credit in each market ; consequently, changes in discount rates may be 
frequent and considerable in any one market if the determining factors 
change appreciably. For these reasons we may And a wide margin 
between ruling discount rates on the London and New York markets 
while the relative pure interest rates are practically stable. The discount 
rate may be likened to “ market price ” and the interest rate to 
“ normal ” price. 


Long- and Short-term Rates 

The distinction drawn above between interest on capital and 
interest on loan money which is immediately available to discharge 
obligations, also helps us to understand why short-term loans for 
investment purposes may not be obtainable at what are technically 
known as short-term rates of interest. For instance, the rates that 
banks charge on loans and overdrafts to their customers, even if made 
only for a few months, will be as high or higher than the long-term 
rate of interest, for many bank loans are capital loans in the sense that 
they are not liquid and could be called in only at considerable loss. 

Short-term rates are the rates on Treasury Bills, or the rates at 
which banks discount first-class bills or lend to the discount houses or 
the Stock Exchange. These are all loans against the security of fairly 
liquid assets which can be quickly realized without much risk of loss. 

In general, though not always, short-term rates are lower than 
long-term rates. During periods of financial crisis, for instance, when 
there is general monetary stringency, the short-term rate may be above 
the long-term rate. The long-term rate will not rise in proportion 
because lenders realize that short-term rates will not remain higher for 
very long and they, therefore, prefer a more steady though a less liquid 
investment to one that may yield a high rate of interest for a short 
time, but, when renewed, may yield only the lower rate usual on 
short-term investments. 

Short-term rates are usually lower than long-term rates because of 
the extra risk involved in lending on long-term. The risk that the 
borrower will default is greater when there is time for market conditions 
to alter radically. This risk is almost negligible on Consols, municipal 
stock, or the stock of well-established industrial companies, but, even in 
these cases, there is the risk of depreciation against which the lender 



INTEREST AND ITS DETERMINATION 


will wish to insure himself by making capital available only at a higher 

rate than he will be prepared to accept on short loans of one, three or 
six months. 

Nevertheless, short-term rates and pure long-term rates tend to 
move together because of the possibility of substituting one type of 
loan for another. Thus, if borrowers tend to borrow on short-term and 
to renew their loans at three- or six-monthly intervals, the result is to 
raise the short-term rate and to lower the long-term rate, because the 
demand for the former increases while demand ,'or the latter falls. 

The extent of the substitution is, however, limited, because only 
a restricted number of borrowers, of unimpeachable credit, can in fact 
take advantage of lower short-term rates. There is merely a tendency 
for the two rates to approach together. Short-term rates fluctuate more 
readily than long-term rates as they depend more directly on the supply 
of money as determined by monetary policy. In normal times, however, 
they will lie below the pure long-term rate, and this in turn will be 

lower than the rates on more speculative loans by the extent of the 
greater risk involved. 


Effect of Progress on the Rate of Interest 

On first consideration it would appear that the rate of interest 
would tend to rise with the constantly increasing demands for capital 
which inevitably result from the social and economic progress of the 
community. But all evidence points in the opposite direction. In spite 
of the continuous demand for capital for industrial and commercial 
purposes ; in spite of the widening use of capital in unproductive 
consumption for the satisfaction of ambition and the desire for leisure, 
comfort and endless new wants ; and in spite of the great reduction of 
capital by war, disorder, obsolescence and natural calamitv, wealth in 
all its forms tends continually to increase. The continuous improve¬ 
ments in productive methods and the ever-growing efficiency of 
industrial organization increase the volume of production, and this in 
conjunction with a greater appreciation of the advantages of saving 
creates a surplus which is more than enough to compensate for the 
extra wastage of capital from the operation of other causes 

Thus in all advanced communities the rate of interest tends con- 
tinually to fall. This tendency is accentuated bv the greater desire to 
invest capital than formerly existed. Whereas the accumulation of 
wealth in former times resulted in the hoarding of money, chiefly in 

° f . g ° ld ’ the s P read of knowledge has brought home to' the 
mulmude the advantages of saving and investment, and has thu^ 
considerably extended the sources of productive capital. In other 
words, the marginal productivity of capital, and hence its price, have 

conditions Th mCreased SU PP lies of ca P ital available under modern 
conditions. The rate of interest cannot fall to zero, however because 
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capital is not a “ free ' good, in the sense that air and water are 
normally “ free ” goods. So long as the supply of capital is inadequate 
to satisfy all needs, it must have a price represented by the rate of 
interest. 

These facts concerning the fall in interest apply equally to gross 
interest as well as to net interest, for while the fall in the latter must 
generally occasion a fall in the whole of which it forms a part, there is 
a tendency also for the other elements in gross interest to fall, and 
particularly the proportion attributable to risk. The greater security of 
society as a whole, and the greater protection of the investor, tend to 
lessen the possibilities of loss and thus to decrease the margin demanded 
by the investor to cover himself against such possibilities. 

Clearly, the tendency for the rate of interest to fall must have 
important ultimate effects on distribution. On the one hand, it tends 
to reduce the aggregate amount of wealth in the hands of the moneyed 
classes, and lower the income they receive from invested capital. 
In so far as these classes will endeavour to maintain their capital and 
income at former levels, falling interest rates will encourage saving, 
although this will be rendered more difficult by the reduction in 
incomes. On the other hand, the reduction in the cost of capital used 
in industry leaves a greater margin for distribution to the other factors, 
labour and organization, while to the extent that cheaper capital lowers 
production costs, prices will fall and the community as a whole will 
benefit. Labour, in particular, thus obtains a greater share of the 
National Income. 



CHAPTER 20 


PROFITS 

The term “ profits ” in its usual meaning is applied to gross profits , 
i.e., the excess of the receipts of a business after payment of all expenses. 
The method of ascertaining profits, however, varies considerably as 
between one business and another, chiefly because of differences in the 
nature and proportion of the “ expenses ” deducted before the residual 
profits are determined. These expenses may be part or the whole of 
the rewards due to elements other than enterprise, and may include :— 

1. Rewards due to Land and Capital. —As we have seen, 
there are many businesses wherein the whole or part of the land 
and/or capital is supplied by the owners or entrepreneurs, and in 
computing the net profits of any such businesses, allowance must 
be made from gross profits fur interest on any capital and for rent 
of any land owned by the entrepreneur himself. 

2. Depreciation and Maintenance Charges. —If a business is 
to continue and to prosper, its fixed capital in the form of buildings 
and machinery must be kept in an efficient state of repair. This 
involves not only the making of necessary repairs as they arise, but 
also the provision for replacements and renewals of worn out and 
obsolete parts. Further, new processes and new machinery must 
be adopted when necessary if the business is to keep pace with 
competitors. Consequently, adequate provision should be made to 
cover these items, and, properly, they should be allowed for as 
expenses of the business before net profits are ascertained. 

3. Special Gains.—A considerable part of the profits of a 
business may accrue from copyrights, goodwill, patent rights, or 
some other legal or natural monopoly that can be capitalized. Such 
earnings are in the nature of interest on the capital value and must 
be allowed for before net profits are ascertained. 

4. The Entrepreneur’s Reward.—T he balance of gross profit 

which remains after making the foregoing allowances may be 

regarded as the reward due to the entrepreneur for the performance 

of his functions. This reward may be said to consist of two 
elements :— 

(a) Wages of Management , i.e., the reward which must be 
paid to the entrepreneur for his managerial services in co¬ 
ordinating, organizing and directing the concern ; and ( b) Pure 
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or A et Profits , or the Reward for Risk-bearing , i.e., the amount 

that accrues to the entrepreneur for assuming the risk inseparable 

from all business under the system of production in anticipation 
of demand. 

Wages of management are strictly a payment for a form of labour, 
and in this analysis could justifiably be included under the first heading 
with the rewards due to land and capital. Net profit , however, is the 
true entrepreneurial reward , and its nature must be analysed in relation 
to the function of the entrepreneur in production. 


Diagram showing Analysis of Gross Profits 


Gross Profits. 


Reward 
to other 
Agents of 
Production. 


Depreciation 
and Mainten¬ 
ance Charges. 


Rent of Interest 
Entre- on Entre¬ 
preneur’s preneur’s 
Land. Capital. 


Special 

Gains. 


The 

Entrepreneur’s 

Reward. 

i 


Wages of Pure or Net Profits 

Management, or 

i.e., payment Reward for Risk-bearing, 
for Entrepreneur’s 
Labour. 


Net Profits 

In this analysis of gross profits, all the constituents, with the 
exception of pure or net profits, are assigned to one or other of the 
three agents of production, land, labour and capital. Net profits 
cannot be so assigned ; they are the reward received by the entrepreneur 
for his special services to industry. 

The exact nature of these services has been variously interpreted by 
different economists, probably because a conception of profits that 
applies to a one-man business or a partnership, where management 
functions are performed by the owner or owners, is not applicable to 
a joint-stock company, where such functions are delegated to paid 
officials. 

The functions of the capitalist and of the entrepreneur were not 
clearly differentiated by the older economists, and they did not 
therefore regard profits as a distinct share of the product of industry. 
They nevertheless recognized that some element, in addition to net 
interest on capital, was included in the gross profits which accrued to 
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the employer responsible for the direction of the enterprise in which 
his capital was sunk. This element they called “ wages of superintend¬ 
ence and of management,’’ regarding it. merely as a form of wage 
payment to the employer in return for his special form of labour in 
managing and in organizing the concern. 

The Differential Theory of Profits 

The American economist, F. A. Walker, was the first to attempt 
to isolate the functions of the entrepreneur in industry and to show 
that profit was neither an additional return to the capital invested in 
a business nor merely a sort of special wage for the services or labour 
of the entrepreneur. W alker maintained that, in any business, after 
rent of land, interest on capital and wages of labour have been paid, 
a surplus remains which belongs to the entrepreneur for the initiation 
of production, the general control of the concern, and the assumption 
of the incalculable risks of the business. 

He maintained, also, that profits are a surplus analogous to a 
differential rent : that the amount of profit depends on the superiority 
abilities, courage and foresight ot the entrepreneur over the 
abilities, etc., of the marginal entrepreneurs, who just manage to keep 
their heads above water, i.e., whose receipts just cover all other 
expenses. In brief, he held that profits represent the additional wealth 
created by reason of the superior abilities of the entrepreneur ; that 

they are a true surplus or rent of ability, and, as such, belong to the 
entrepreneur and to no one else. 


“ Profits form no Part of Price ” 

Developing the analogy between profits and rent, Walker argued 
that profit does not enter to determine the price of the product, for 
that price is determined by the cost of production of that part of the 
supply obtained from the marginal producers. 

If price were lower than this, the marginal employer (whose 
receipts just cover expenses) would be driven out of production • 
1 price were higher, the marginal or no-profits employer would obtain 
a profit and a lower grade employer could begin or resume productive 
operations. I hus the same price is obtained for their products by the 
superior employers as by the no-profits class, and consequently the 
profits of the former can form no part of that price. Such profits arise 
because the superior entrepreneurs, by reason of their greater abilities 

and P t ? duC ^ at a lowe c r cost of Production than the marginal employers’ 
and the rate of profit is proportionate to the differential advantages 

If {h^H by T? SU i? en °r empl ° yer over the employer at the margin 

lo f w h pradr and ^ ? r ° duC * ,s 50 g reat that »ts price rises and a very 
low-grade employer is enabled to continue producing, then th^ 

differential gain or profit of the superior classes of employers will be 
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considerable. And with every increase in price the gain of the superior 
employers tends also to increase, for not only is the margin lowered, 
but also those employers are enabled to have recourse to the greater 
advantages of production on a large scale. 


Who is the Marginal Entrepreneur ? 

Marshall, though following Walker closely in regarding profit as 
a reward for differential ability, did not accept the conception of the 
marginal or “ no-profits ” employer, or the argument that profits form 
no part of costs of production. He held that, although profit does not 
enter into price in the short run } “ the whole of normal profits enter into 
true or long-period supply price,” 1 otherwise there would be no 
inducement for the entrepreneurs in the industry to continue their 
activities. 

Marshall accordingly modified Walker’s theory with his conception 
of the Representative Firm , a firm with a fairly long life and a fair 
degree of success, managed with normal ability and with access to the 
normal economies of production. Side by side with the representative 
or average firm are some firms that are exceptionally efficient and others 
that are exceptionally inferior, and Marshall argued that prices would 
tend to adjust themselves to the costs of production of the average 
firm and not to the costs of the least capable producer. 

The average firm would make a reasonable though not an excessive 
rate of profit over a period, and that rate Marshall described as the 
normal profit for the industry concerned. This profit would form part 
of the marginal cost of production which must be covered by the price 
of the product, but any profit made by a superior entrepreneur in 
excess of this minimum would constitute a personal rent and would 
not enter into normal supply price. On the other hand, the least capable 
producers might make no profit at all, and might even be involved in 
loss, but if these conditions continued, they would in the long run be 
forced out of production. 

The Risk Theory of Profits 

Modern economists maintain that profit is not a reward for 
differential ability, but a reward for bearing risk in industry. 

The essential function of the entrepreneur is considered to be in 
doing something which only he can do ; something which he cannot 
hire someone else to do. This “ something ” cannot be the task o 
management, for managers can be hired, nor can it be any other function 
that the entrepreneur can delegate. However skilful the entrepreneur 
may be in directing a complicated enterprise, his work as manager is 
labour just as much as the work of his office boy, and the payment for 


Marshall, Principles, VI. VIII. v. 
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such labour is wages. Such work is essentially different from risk¬ 
bearing. 

The entrepreneur receives a profit for his function in bearing the 
risk and assuming the final responsibility of an enterprise, a responsibility 
that cannot be shifted on to the shoulders of anyone else. He takes 
money-capital and converts it into goods ; he pays for machinery, 
labour and raw materials, and uses them to produce some commodity. 
He then seeks to convert the commodity back into money by selling it 
in the best available market. 

The entrepreneur must pay for the services of land, capital and 
labour whether profits are made or not ; their prices are pre-deter- 
mined and generally paid in cash before the results of the year’s working 
have been or can be ascertained. And if the commodity when made is 
not wanted and cannot be sold, the wages, interest and rent expended 
in its production cannot be recovered. The risk the employer takes is 
that his ultimate receipts will not cover his total costs ; that his capital 
at the end of his operations will be less than it was at the beginning. 
The risks for the bearing of which the entrepreneur receives profit a° 
his reward are of an incalculable nature, and cannot be avoided by any 
foresight or display of skill on his part. 

The bearing of risks of a recurring, ascertainable or calculable 
nature does not entitle the entrepreneur to a profit, because such risks 
can be covered in other ways. For instance, the anticipated losses due 
to the breakage of bottles in a brewery business can be approximately 
estimated if accurate records are kept, and such losses can be recouped 
by the device of adding to the price of the product sufficient to 
constitute an insurance fund against them. Similarly, losses arising 
out of fire or burglary can be insured against, and here also the insurance 
premiums required to cover these risks can be paid out of the increased 
price of the product. 

Of a totally different nature is the risk of the prohibition of alcohol 
consumption, or the risk of an increase in abstention from drink, or the 
risk that some other entrepreneur will adopt a new method of production 
so that prices fall below the costs of those entrepreneurs who have 
already embarked on a large capital outlay. 

Risks of this kind are true uncertainties ; they are non-insurable, 
and profit is the reward that the entrepreneur receives for assuming 
them. In so far as the entrepreneur, by the use of his knowledge and 
skill, can reduce risks inherent in his business, he receives a wage for 
mental labour of the highest type. But for his service in assuming 

risks which cannot be reduced by delegation or any other device, his 
reward is true profit. 

The fact that this profit may reach such a munificent proportion in 
the case of employers of exceptional capabilities and reasonably good 
opportunities is the mainspring of modern industry, and the force 
which impels entrepreneurs to great effort. Without this incentive to 
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the business organizer, much land, labour and capital would remain 
idle, or at least be employed to much less advantage. The greater the 
efficiency of the various factors and of the industrial machine as a whole, 
the more the employer will benefit in the amount of his profit. But the 
greater efficiency of the industrial machine must unquestionably be an 
advantage to the community as a whole, and in this respect the interests 
of the entrepreneur and of the community coincide. 


Profits a Residuum 

It should be clear from the foregoing analysis that profits are a 
residual share of the product of industry. They are what remains to 
the entrepreneur after paying all costs including (a) rent on any land 
or natural resources used in the undertaking ; ( b ) interest on the whole 
of the capital utilized therein, and (c) wages to the labour-force of the 
enterprise. As we have seen, such expenses include rent, interest or 
wages in respect of any land, capital (including patent rights and other 
monopolistic sources of revenue) or labour (e.g., in the form of 
management) supplied by the entrepreneur himself. The balance, 
if any, is the reward of the function of enterprise. 

If business has been good and the entrepreneur’s anticipations 
correct, his profits will be considerable. If business has been poor—as 
may be the case with the most capable entrepreneur—then any losses 
incurred must, in the long run, be balanced by the profits made in more 
successful years. But the great point to be remembered is that if any 
surplus does remain, it belongs to the entrepreneur, and to him alone. 
It is his reward for instituting production, and for accepting the risk 
which is incidental to that production. 

Profits are, therefore, the part of the National Income that accrues 
to those who initiate productive enterprises. It does not matter 
whether the initiator owns the capital he invests in the enterprise or 
whether he borrows it. Nor does it matter whether he himself takes 
an active part in the direction of the business or employs someone else 
to run it for him. What does matter is that, by instituting production 
himself instead of lending out his capital at a fixed rate of interest, he 
shoulders all or part of the uncertainty that is inseparable from any 
enterprise in which expenditure is known and has to be incurred 
immediately while the returns are unknown and can be realized only 
at some future time, if at all. 

The skilled manager can hire out his services to others in return for 
a fixed salary and leave them to bear any risk of loss. But if he uses 
his own or borrowed capital to initiate production and bears the risks 
of the enterprise, he expects something more than the salary he could 
get as a manager of some other concern ; he expects an additional 
reward, in the shape of profit, to compensate him for bearing the risk 
of loss. 
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In the capitalist system, no production would be undertaken unless 
there were a prospect of profit that more than covered the risk of 
losing the capital invested. 

Profits and Price 

The fact that profits are a residuum has led some economists .to 
believe that they do not enter into price. This view is as untenable as 
the view that rent does not enter into price. It is true, of course, that 
the actual amount of profit that will be realized cannot be known 
beforehand. Realized profit is, therefore, governed by price and not 
vice versa. But prospective profit does enter into price for the simple 
reason that production will not be undertaken and goods put on the 
market without some additional return, over and above interest, wages 
and rent, to compensate the entrepreneur for the risks he undertakes. 
This minimum return has to be included in costs of production ; and 
though realized profits cannot govern prices directly, they do so 
indirectly because in the long run expectations of profit are governed 
by the level of profits actually being realized. If the normal rate of 
profit is not obtained, production will be curtailed until prices rise 
sufficiently to yield that rate. 


Differences in the Entrepreneur’s Reward 

It should be clear that, in the long run, a higher net return must be 
anticipated in some industries than in others, otherwise entrepreneurs 
would have little inducement to enter industries that involve~special 
risk and are more difficult to manage successfully than others. We 
should also expect the reward to be greater in a new industry than in 
one that is well-established, for several reasons. The former must 
offer a greater inducement to the entrepreneur otherwise he will be 
disinclined to undertake the greater risks of enterprise in a new 
direction. New businesses are generally more difficult to direct 
successfully than those that have been established for some time ; they 
may have to undertake much pioneer work, to fight much competition, 

and to develop trade on new lines in the face of custom, habit and 
possible prejudice. 

Other industries with special risks are those producing luxury goods, 

for which the demand is extremely variable ; industries in which the 

processes of production take a very long time—thus leaving more time 

for a change in demand to upset the calculations of the producer ; 

industries requiring much highly-specialized equipment that cannot 

be turned to any other use ; and industries that depend on such 

uncertain factors as the weather, e.g., sheep-farming in countries 

subject to long droughts. Risks and therefore net profit tend to be 
high in such cases. 
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As any change in the demand conditions for a product will, 
generally, affect equally all firms engaged in that line, we can assume 
that the uncertainty appropriate to an industry is the same for all 
firms in that industry, and, therefore, that the reward for the 
assumption of risk, i.e., net profit, does not vary throughout any 
particular industry. Such differences as appear to exist are really 
differences in gross profit caused by variations in the component factor, 
wages of management. Some entrepreneurs are more skilful than 
others in reducing risks and in maximizing the efficiency of their 
resources, while some may derive part of their gross profits from 
goodwill or monopolistic advantages, such as patent rights, that are 
not enjoyed by others. 

Profits, unlike interest, wages or rent, may quite easily be non¬ 
existent for long or short periods of time. There are always some firms 
making losses, because of incorrect anticipation concerning their own 
particular market or business prospects in general. And, there are 
always other firms, which, although not making losses, could make 
more by lending out their capital at interest. It is only in the long run 
that the entrepreneur expects to get a higher return by assuming the 
risks of uncertainty than he could get by lending out his capital or 
hiring out his services to others. 

The difference between the Risk Theory and Walker’s Theory of 
Profits should now be clear. Walker held that profits arise from 
differences in managerial ability as measured upwards from the mar¬ 
ginal entrepreneur. The Risk Theorists maintain that profits arise 
solely from the bearing of uninsurable risks. They do not deny that 
differences in managerial ability lead to differences in gross profits, but, 
in their view, differences in managerial ability are degrees of skill just 
as much as differences in skill between bricklayers, and although one 
would expect higher earnings for greater efficiency, such excess has no 
claim to be called profits. The differences in profits between entre¬ 
preneurs arise from the differences in the uncertainties which they 
are willing to bear, from differences in the degree or extent of the risks 
which they are able and willing to shoulder. Such differences in 
uncertainties may, but do not necessarily, exist between different 
industries, and should not exist between firms in the same industry. 


Monopoly Profit 

In general, high levels of profit in certain industries will attract 
producers until profits fall again as the result of increased output and 
lower prices ; but, in so far as entrepreneurs in certain industries are 
protected by natural or legal monopolies, there will be no free entry 
into those branches of production. Profits will, therefore, be main¬ 
tained at an artificially high level ; and the individual entrepreneur 
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who is in a monopolistic position will have a surplus over pure profit, 
ascribable not to risk-bearing, but to the monopolistic advantages he 
enjoys. 


Tendency of Profits to Fall 

In the discussion of interest on capital it was pointed out that the 
rate of interest shows a tendency to fall with the march of progress. 
A similar tendency may be assumed in regard to the rate of profits. 
As knowledge increases and becomes diffused throughout the com¬ 
munity ; as invention spreads and increasing numbers of employers 
are enabled to obtain access to new inventions and new processes ; 
as the organization of business becomes more complete and partakes 
continually more of the nature of routine ; as business integrity 
strengthens and competition gives way to combination; and as public 
tastes become standardized, risks are reduced and profits as a whole 
tend to lower levels. 

To some extent, however, this tendency is offset by the rise of new 
industries, supplying new wants. For example, in the present century 
we have witnessed considerable development in such industries as 
motor transport, advertising, wireless, gramophones, artificial silk, and 
aviation, all of which have entailed a fair degree of risk, with the 
possibilities of considerable profit or of considerable loss. 

It will be clear that, following the Risk Theory of Profits, profits 
cannot sink to zero because the risks of business cannot be entirely 
eliminated or provided for in advance. So long as uncertainty of the 
future remains, risks will have to be borne by those undertaking 
production, and those who bear risks successfully will continue to make 
profits. Profits can be regarded as the reward given by society to 
successful risk-bearers, and are justified on the ground that risk¬ 
bearing is an essential function in the production of wealth. If no one 
had been willing to undertake the risk of exploiting the invention of radio 

communication, for example, society would be infinitely poorer 
today. 


Profits in Practical Life 

In attempting to apply the Risk Theory of Profits to the earnings 

of a business concern it is important to distinguish clearly the economic 

conception of pure profits from the ordinary commercial application of 
the term. 

As a rule, the profits of a private concern employing the capital of 
its owners will, in addition to pure profit, contain earnings of 
management, rent for land, and interest on the owners’ capital (including 
any monopolistic sources of revenue). In the case of a joint-stock 
company the net profits are usually ascertained after deduction of such 
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items as depreciation, insurance premiums, interest on capital, and 
earnings of management (directors’ fees and managers’ salaries). 
In such concerns the reward of enterprise or the remuneration for 
undertaking risk consists of the net profits available for distribution 
among the ordinary shareholders, who are, therefore, true entrepreneurs. 

These shareholders (unless also directors, etc.) take no part in the 
management of the business. That function is delegated to directors 
who receive fees for their services, and these fees must be paid before 
the balance of net profit available for the shareholders can be ascertained. 
The net profit is definitely a residue, and represents the reward for 
bearing risks, the characteristic function of the entrepreneur that 
cannot be delegated and the function which, in the joint-stock company, 
is carried out by the ordinary shareholder. Any elements in gross 
profit attributable to superior ability and skill in efficient management 
can be assigned either to payments to the hired labour of managers or 
to payments in respect of directors’ fees. But the payment for 
uncertainty-bearing cannot be assigned under any head other than that 
of net profit and it goes to the ordinary shareholder. 


Debenture Interest v. Dividends 

The above analysis brings out the economic distinction between 
“ dividends ” on ordinary shares and interest on such forms of capital 
loans as debentures and mortgage bonds. Dividends are subject to the 
success or non-success of the business ; they are not determinable 
until all expenses of the business have been met, and, although it is to 
be assumed that no shareholder would invest capital in an undertaking 
unless he were fairly hopeful of receiving a return at least equal to the 
average rate of interest, there is no certainty that any return will be 
forthcoming in respect of any particular year, while there always exists 
the possibility of a partial or even total loss of the capital. 

On the other hand, the rate of interest on debentures, for example, 
is determinable by the investor in advance, while the payment of such 
interest must be allowed for by the company before its net profits are 
ascertained. In a sound concern there is a reasonable certainty that 
interest will be duly paid, and unless this certainty exists it is unlikely 
that capital will be attracted to the investment. Interest *s, therefore, 
the price for the loan of capital ; profits are the reward for enterprise. 
The lender has a legal right to demand the return of his capital, subject 
to the conditions of his contract, but the shareholder possesses no such 
right, although he may obtain the return of all or of part of his capita 
by selling his holding in the concern in the open market if he can do so. 

It is not always easy to differentiate between certain other types of 
interest rates and profit. The person who lends to the Government of 
a backward country expects a higher rate of interest than the person 
who puts his money into gilt-edged securities, because the ns o 
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default is greater in the former case. But if the more risky investment 
does in fact, prove to be sound, the higher interest payments received 
over the period of the loan contain an element of profit for the investor’s 
willingness to take the risk. Similarly, the ordinary shareholders in a 
joint-stock company expect, not a fixed interest payment every year, 
but a share in the company’s profits which fluctuate with its fortunes. 
Such profits may be very low or even non-existent at first, but may 
afterwards be very high and the shareholders’ return correspondingly 
increased. Any such investor’s share in a company’s profits necessarily 
also contains a large element of interest, for there must be the 
expectation of receiving in profit at least as much as could be obtained 
by lending out capital at fixed interest and leaving it to others to bear 
the risk of fluctuating profits. 


Profits and Wages 

Socialists in various countries have sought to prove that profits are 
simply a deduction from the produce of the worker s labour. For example, 
Karl Marx endeavoured to show, in effect, that profits arise because 
less is paid to the labourer than the real value of his labour power. 
From our analysis of profits, however, it is clear that profits cannot 
arise at the expense of wages : they cannot be regarded as being the 
result of a reduction in wages. 

If perfect competition could be assumed, wages for the same grade 
of labour in the same industry must tend to approximately the same 
level. Other things being equal, the superior employer will pay the 
same rates as the marginal employer. Presumably the latter will pay 
as little as possible, and the superior employer can scarcely pay less. 
On the other hand, the superior employer, if he is assumed to act 
always in his own interest, will not pay more for the same grade of 
labour than has to be paid by his poorer competitor. His earnings of 
management (and so his gross profits) are larger, not because he pays 
his labourers less than they get elsewhere, and not because he pays 
them less than is demanded under the existing competitive conditions, 
but because his superior abilities and better judgment enable him to 
employ labour and the other agents of production to better advantage 
than his inferior rivals. And this does not mean that the labourers have 
to work longer or harder for the same rate of wages : it means simply 
that more efficient organization permits a greater return for the same 
outlay and creates a surplus which would not otherwise exist. 

Pure or net profits have no connection with wages. They cannot 

5 u- m u r u aSCd at the ex P ense of wa ges, because the element of risk for 
which the entrepreneur gets his reward of pure profit is not in any wav 
anected by any increase or decrease in wages. 
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FUNCTIONS OF THE PRICE-MECHANISM 

Having now completed our survey of the production, exchange 
and distribution of wealth in a capitalist system, we are in a position to 
see that, although each entrepreneur is responsible for the control and 
planning of his own organization, yet the complex operations of 
a free society as a whole are all “ unplanned,” in the sense that there 
is no conscious and deliberate control from any central or supreme 
authority. Somehow, people get sorted out into various occupations ; 
somehow, it is decided what kinds and quantities of goods shall be 
produced and who shall receive them ; somehow, it is decided to what 
uses available land, labour, capital and enterprise shall be put. 

Nevertheless there is a universal regulator of the economic activities 
of a capitalist society, and that regulator or controlling force is price, 
whether the price be that of goods or the reward to the agents of 
production in the shape of rent, interest, wages and profits. It is the 
pricing-process, or the price-mechanism , that brings supply and demand 
into equilibrium and indicates to the agents of production the most 
profitable channels for their activities. 

The functions of the price-mechanism are fourfold. First, it rations 
supplies by keeping demand and supply in step with each other. 
A shortage of the supply of anything is countered by a rise in price, 
while increased supplies are disposed of by lowering prices. Sometimes, 
it is true, large unsold stocks of commodities are accumulated ; but 
this means not that the mechanism has failed, but that sellers of the 
commodities in question are not prepared to allow the mechanism to 
work freely. It is obvious that everything could be sold were the price 
low enough. 

The second function of the price-mechanism is to determine what 
shall be produced. Changes in price not only serve to govern the 
distribution of existing supplies ; they also help to determine the 
nature and magnitude of those supplies. An increasing demand for 
a given article is translated into a rising price for that article, and this, 
in turn, stimulates producers of it to expand their outputs or encourages 
new entrepreneurs to enter the industry. This expansion at the same 
time brings about a contraction elsewhere, by causing some transfer of 
production factors to the relatively prosperous industry. 

It is also a function of the price-mechanism to determine occupations . 
Wages are, in effect, a price—the price of labour. The grouping of 
workers in various occupations and changes in that grouping are 
results of the operation of the price-mechanism on the wage system. 
This system governs the distribution of the existing supply of labour, 
though it does not, of course, determine the absolute amount of that 

supply. 

The uses of capital and land are also determined by the price- 
mechanism. Interest and rent are the prices of capital and land. The 
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owners of these factors seek the most profitable uses for them, and the 
price-mechanism, therefore, regulates their disposal, for they will be 
used in channels offering the highest rewards. Those demands that 
cannot pay the current levels of interest and rent will have to remain 
unsatisfied. While the total supply of land cannot be varied in response 
to changes in rent, it is possible for capital to increase or decrease 
according to changes in interest. The price-mechanism, therefore, 
regulates the proportion of its income that the community will spend 
or put to capital uses. 

We can, therefore, conclude that the price-mechanism solves 
automatically the chief economic problems of an unplanned com¬ 
munity , i.e., a community in which the capitalist system is in operation. 
Whether it does it effectively or not, in the sense that maximum welfare 
is obtained, is a matter of opinion and is, therefore, the concern not of 
the economist, but of the politician and sociologist. 


Present Position in Britain 

Since 1939, the economic system of Great Britain has departed 
in many ways from a free competitive system. The exigencies of war 
and of defence, the need to conserve productive resources and the 
“ planning ” programme embarked on by the Labour Government 
elected in 1945, have led to many interferences with the free functioning 
of the price-mechanism. As examples may be cited rationing, price 
controls, restrictions on the financing of companies, direction of labour, 
control of building, utilization of farm lands, control of location of 
industry and restrictions on the import and export trade. 

In Great Britain, therefore, the power of the price-mechanism to 
influence production has been seriously curtailed. Whether this is 
good or bad is not a judgment the economist is called upon to make. 
It is rather a question of political philosophy. Socialists believe that 
while the price-mechanism solved certain economic problems the 
solution itself had harsh effects, and they, therefore, argue that the 
“ planning ” solution has greater advantages. Their opponents argue 
that the price-mechanism is an instrument that cannot be bettered in 
the present state of knowledge. The truth, so far as Britain is concerned, 
seems to be somewhere between these two positions. 
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PROBLEMS OF LABOUR AND CAPITAL 

When the causes of labour disputes are analysed, it is found that most 
of the conflicts between capital and labour concern wages questions, 
although trade union principles, questions concerning working condi¬ 
tions and the “ employment of certain workers ” (e.g., unskilled 
workers to do skilled jobs or non-union workers in place of union men) 
are also prominent. 

Thus, it may be said that the chief cause of industrial unrest is 
the desire of the workers for a higher standard of living. This may be 
attained in one of two ways ; either the wages of the workers may be 
raised as a result of an increase in the National Income, or labour, 
by the use of its bargaining strength, may be able to secure for itself 
a larger share in the product of industry. The second alternative 
pre-supposes that labour is not already being paid up to its marginal 
worth, for the share of the National Income that accrues to labour 
cannot, in the long run, exceed the marginal productivity of that labour 
(see Chapter 18). 

A second cause of labour unrest is the desire of the workers for 
a greater measure of economic security. It is impossible to over-estimate 
the seriousness of the psychological reaction on the worker of being 
continually at the mercy of adverse circumstances. Self-reliance is 
undermined, ca’ canny 1 principles are encouraged, and a hostility to 
new methods of production is engendered. Hence, it is nowadays 
generally realized that on economic as well as on humanitarian grounds 
the economic position of the workers must be made less insecure, and 
that people unemployed through no fault of their own must, if 
necessary, be provided for by the State, i.e., there must be work or 
maintenance. 

Associated in some respects with the two causes of unrest mentioned 
above is the demand of the workers for some direct participation in the 
control of industry Workers maintain that they have a vested interest 
in the industry in which they are employed, and, in view of that interest, 
a right to participate in the control of the industry. 

Closely linked with this demand for control is labour’s demand for 
the reorganization of economic society on a socialist basis , a matter that 
is reserved for discussion in the next chapter. 

1 Ca' canny is a Scotch term for “ going slow,” and refers to the Trade Union 
policy of restricting output per worker in order to make work for others. Such a be le 
is based on the work-fund fallacy, for which see page 290, post. 
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PROBLEMS OF WAGES AND WORKING CONDITIONS 

The first essential towards a solution of the wages problem is to 
devise a method of payment that will meet with the approval of both 
workers and employers, and several systems of remunerating labour 
have been proposed and adopted in an attempt to provide an equitable 
and mutually satisfactory arrangement. 

The most usual and important method of remunerating the worker 
is that of time earnings , whereby a fixed sum is paid for a certain period 
of time worked, whether an hour, day, week or year. In many respects, 
however, this system has been found unsuitable for the conditions of 
modern industry, and from time to time various other methods have 
been applied to lessen the disadvantages of time wages. The principal 
of these is piece-work , where the worker is paid a certain sum per unit 
or piece of work completed by him. 


Time Earnings 

Although the system of time earnings is not applicable with equal 
success to all employments, its advantages as compared with other 
methods of remunerating labour cause it to be most widely used in 
modern society. It is probably the oldest known method of paying 
the worker, and that most easily understood by all classes. It is certain 
and regular from the standpoint of both employer and workman, and 
in ordinary conditions no difficulties can arise in regard to the amount 
due or the date of payment. In cases of sickness or incapacity for 
short periods, the worker who is paid monthly or annually does not 
usually suffer any loss of remuneration, and the same applies where 
there is a temporary shortage of work due to breakdown of machinery, 
absence of raw material or of supplies, or to bad weather. 

Apart from such general benefits the system of time wages has 
important advantages from the viewpoint of efficiency of the work and 
quality of the product. Time wages are not only preferable, but also 
inevitable in trades involving the use of delicate and expensive instru¬ 
ments or machinery, or in occupations requiring great care and 
attention to produce an article of the requisite delicacy and perfection 
of workmanship. In such cases, piece-rates are obviously unsuitable, 
for hurried or “ scamped ” labour may result in considerable loss in 
connection with both the product and the appliances. The time 
system of wage payment is the only possible method in occupations 
where the amount of work done cannot be measured or accurately 
compared with any available standard ; e.g., in most forms of super¬ 
visory and managerial work, and in most classes of repair work, such 
as ship or motor repairing and plumbing. 

The great disadvantage of the time system is that it offers no 
immediate inducement to the worker to give of his best, and 
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consequently tends to encourage slackness. This applies particularly 
when it is difficult or impossible to judge how much work should be 
performed in a given time, and when the only safeguard is to incur 
additional expense on foremen and overseers. Under the time system, 
too, it is difficult accurately to compare the relative merits of different 
workers, and to discriminate between superior and inferior labour. 
The quick and accurate worker cannot benefit from his greater speed 
and efficiency as compared with a worker of lower standard unless a 
careful supervision of all the workmen is maintained. In many 
occupations, such as farming, building and general repair work, 
adequate supervision for this purpose is all but impossible. Resulting 
also from these conditions is the difficulty of estimating the real cost 
of labour, as compared with its nominal cost (see ante, page 236). 


Piece Earnings or Payment by Results 

The essential feature of the piece-work method of wage payment 
is that the worker is paid at a previously agreed rate per unit of his 
product. This system, if it is to operate successfully, i.e., if it is to 
secure its ideal of “ equal pay for equal work,” presupposes certain 
conditions. It must be approved by the men, or by their Trade Union, 
otherwise friction is likely to arise between men and employers. 
Probably the most important condition is that the quantity of each 
worker’s output shall be easily measurable, so that disputes in respect 
of the work done shall be avoided. The work should also be such that 
results vary directly and solely with effort: a worker should not be 
penalized because of the nature of the material or of the machinery 
he uses. Two men working on two different machines may produce 
greatly varying outputs for the same effort if one machine is new and 
the other out-of-date. For these reasons, piece-rates are usually fixed 
for standard machinery and raw material of standard quality ; for 
conditions below the standard, the rates are adjusted by expert assessors. 
If delicate machinery is used, piece-rates must be carefully adjusted, 
otherwise the machinery might not receive the attention it deserves 
from a worker intent on increasing his output, and repairs may be 
unduly heavy. 

The great advantage of the piece-rate system is its incentive to 
effort and its stimulus to output. The superior worker is induced to 
give of his best by the prospect of a higher total wage than the low-grade 
employee can earn, a factor of great importance when the quantity ot 
the work is a primary consideration. There is consequently fair 
discrimination between the various classes of workers, while extra effort 
or greater efficiency obtains a reward in proportion to the results 
achieved. The employer benefits not only from the greater output 
per employee, but also by the fact that his capital assets (machinery, 
tools and buildings) are used more productively. The system a so 
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operates to the employer’s advantage because it permits of a definite 
calculation of the cost of labour per unit of output in relation to the 
total expense of production, and because it enables him to discriminate 
between efficient and less efficient workers, and so, by a rearrangement 
of his staff, to develop his organization on the most productive and 
efficient lines. 

In spite of its advantages, the piece-work system has serious 
defects. The most obvious of these is its encouragement of defective or 
“ scamped ” work. The interest of the employee is to increase his 
output so as to obtain as high a wage as possible, but this may involve 
defective workmanship and an inferior product. The piece-work 
system is unsuitable where the quality (and not the quantity) of the 
product is the foremost consideration, unless satisfactory arrangements 
can be made for careful inspection. Then piece-work arrangements may 
prove highly satisfactory to both employer and workman, and are, in 
fact, so applied with great success. It must be noted, however, that 
continuous work at high pressure in order to earn as much as possible 
may prove detrimental to the worker’s general health and may shorten 
the duration of his working life. Hence, in most modern applications 

of the system, modifications have been introduced to lessen this 
serious disadvantage. 

There are several other objections to piece-rate payments. For 
example, jealousy and competitive rivalry are fostered among the 
workers. Each labourer tries to obtain in wages at least as much as his 
neighbour, obviously a disadvantage in the case of the naturally inferior 
workers, for the quality of the product must suffer while their own 
health may deteriorate from such undue exertion. Another dis¬ 
advantage is that the worker’s earnings may be less regular than if a 
time wage were paid, because he may lose during periods of partial or 

complete incapacity, and also during unavoidable stoppages of the 
work. 

An important difficulty is that of determining a suitable basis for 
the piece-rate in any particular trade. From this have arisen many of 
t e abuses of the system and much friction between employers and 
workmen, mainly because employers have sought to reduce piece-rates 
w en the earnings of the workers have proved to be much in excess of 
t eir earnmg 8 under a previously existing time system of payment. 

sualy, employers then contend that the great increase in weekly 
earmngs is due either to an inaccurate fixing of the piece-rate, or to 
act that under the time system the workers were not giving of their 
\ n their part, the workers may complain of continuous adjust- 
men s in the piece-rates, resulting sometimes in their being deprived 
o any eneht for increased effort and being compelled to maintain a 

Jy of mJeted e°a U rSngs With0Ut “ y Corresponding advanta 8 e the 
Nevertheless, the system of piece-rates is preferred by the great 
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majority of industrial workers both in Britain and abroad, and has 
achieved success particularly in those trades, such as light engineering 
and textiles, where a standardized product and standardized methods 
make a fair basis of payment easily determinable. 

Where such arrangements cannot easily be applied, group piece- 
rates are sometimes paid, i.e., a lump sum payment is made to the 
whole body of workers in respect of the particular task or contract, and 
is shared out among the individual workmen on principles which they 
themselves determine. While the adoption of group piece-rates results 
in the less efficient. workers benefiting from the greater energy and 
ability of their fellows, the system is advantageous where all the work 
cannot be standardized, or where the machinery or raw material is not 
equal and uniform. Thus, where old and new machines are running 
side by side, workers on the latter would probably have an advantage 
over those working on the former unless special rates were fixed for the 
two classes of machines. 

Although the time-rate and piece-rate methods of payment are so 
different in their application in practice, the principles underlying the 
determination of wages are the same whichever system is adopted. 
In fact, the two methods are closely related to each other. A piece-rate 
must be based on a careful estimate of the time necessary to perform 
a given unit of work or produce a certain article. Similarly, a time-rate 
must be based on a reasonable estimate of the work that can be done 
in a certain time. 


Premium Bonus Syste 


11 


s 


Many attempts have been made to devise methods of remuneration 
that are more suited than either time-rates or piece-rates to the 
requirements of particular occupations, and, while combining the 
more obvious advantages of these two systems, are free from their 
principal defects. The most important of these are known collectively 
as Premium Bonus Systems. 


Bonus systems seek to remedy the great defect of the time-rate 
system in which the worker has no inducement to give of his best, and 
seek to overcome the tendency to inferior or scamped work that 
characterizes the simple piece-work system. Usually, there is an agreed 
standard output for each class of work, and a bonus, calculated in 
various ways but generally on a piece-work basis, is paid in respect o 
any output in excess of the standard. To prevent rushing of work an 
overstrain on the part of the worker, it is usual to arrange the bonus on 
a gradually diminishing scale so that the incentive to increase outpu 
is gradually reduced. The bonus may be paid to the individual wor er 
in respect of his own output, or collectively to a group of workers in 
respect of the total output of the group. 



PROBLEMS OF LABOUR AND CAPITAL 


279 


Sliding Scales 


From the worker’s standpoint, the great disadvantage of most time- 
rates is that they make no allowance for changes in the cost of living. 
If, for instance, the cost of living rises during a given period by 
100 per cent., a worker who earns a fixed wage of £5 a week would be 
only half as well off at the end of the period as he was at the beginning. 
Naturally, such divergence between prices and wages gives rise to much 
dissatisfaction and unrest among the workers, and leads to industrial 
disputes and strikes. 

From the standpoint of both worker and employer, time-rates are 
unsatisfactory in that they make no allowance for changes in the value 
of output due to changes in the market price of the product. The fact 
that the product sells for an increased price does not usually benefit 
workers who are on fixed time-rates. On the other hand, it may cause 
hardship to an employer to have to pay high time-wages during a 
depression when the price of his product is low. 

Systems of wage payment based on sliding scales attempt to correct 
these disadvantages, e.g., by providing that wages shall vary on a 
previously arranged basis either with the price of the product or with 
the cost of living. 


Sliding Scales varying with the Price of the Product. —The 
wages of workers in certain industries vary on an agreed scale with 
fluctuations in the selling price of the product. 

In addition to the important disadvantage that the fixing of wages 
by such a scale may lead to a fall in wage rates at a time when the cost 
of living is rising, the system has several defects. 

In the first place, prices are not always general throughout an 

industry ; ^ such is the case only in those industries producing staple 

producers’ commodities (such as coal and iron) which are dealt in on 

well-organized markets. Furthermore—and this is the real case against 

the sliding-scale system—the workers are placed in the position of 

partners entitled to share in the product of industry, but without any 

voice in control. Although in some cases joint councils of employers 

and workers have been set up to discuss the general position of the 

trade, technical efficiency, and the welfare of employees, experience 

shows that base-rates tend to remain stationary when the march 

ot invention and increased productivity would justify a rise in real 
wages. 


Sliding Scales varying with the Cost of Living. —By this 

method, wages are adjusted to changes in the cost of living as indicated 
by cost of living index numbers. 

In Britain, cost of living sliding scales (based on the Ministry of 
Labours Index of Retail Prices-see Chapter 24) are the basis 

r. ag ? adjustments in several important industries and services 
notably building, metals (excluding iron and steel), textiles (excluding 
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cotton), clothing-, food and drink, woodworking, transport, public 
administration and public utilities. 

Usually the cost of living index for a given date is chosen as the 
starting-point (as a rule the current figure at the time of the agreement), 
and adjustments take the form of specified additions to, or subtractions 
from, time- or piece-rates for specified increases or decreases in the 
index number. Revisions of the rates are made at certain intervals, or 
in some cases only when the index number has risen or fallen by a 
certain amount. 

Although this method has worked with a fair amount of success, 
it is open to several objections :— 

(< a ) Imperfection of the index number. The Ministry of Labour’s 
Cost of Living Index is objected to chiefly because it is revised so 
infrequently and so quickly becomes out of date that it does not 
take full and quick enough account of changes in the distribution 
of the expenditure of the working classes. The items included in 
the official survey are divided into eight main groups of expenditure: 
(1) Food ; (2) Rent and Rates ; (3) Clothing ; (4) Fuel and 

Light ; (5) Household durable goods ; (6) Miscellaneous Goods ; 
(7) Services ; and (8) Drink and Tobacco. 

Each group is given a “ weight ” appropriate to its relative 
importance in the budgets of working-class families, as disclosed by 
country-wide enquiries undertaken by the Ministry of Labour. 
But both the Index itself and the weights applied become un¬ 
satisfactory from time to time because, e.g., war conditions, 
rationing, changes in the standard of living, etc., alter the proportion 
of the workers’ income spent on different groups. 

Clerical workers object to the Ministry of Labour’s figure on 
the ground thai a cost of living figure designed for the labouring 
classes is not suitable as a basis for regulating the salaries of “ black- 
coated ” workers. 

{b) The tendency for real wages to remain stationary. It is 
urged that very few improvements in real wages have been secured 
when such scales are in operation. 

( c ) The tendency for the full benefit of adjustments necessitated 
by rises in the cost of living to be confined to the lower-paid 
workers. A characteristic feature of the scales at present in force is 
that the real wages of higher-paid workers are diminished. 

Id) There is no necessary connection between the profitability 
of j*ny industry and the cost of living. Hence wages may rise a 
a time when the profits of an industry are falling. ^ . „ 

(e) It is urged that such scales provide merely a “ fodder basis 
and are degrading since they suggest that only a bare su sis en 

wage is being paid. 
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Against these objections advocates of the system insist that the 
cost of living sliding scale is merely a piece of machinery for maintaining 
the purchasing power of money wages ; that it reduces the lag between 
wages and prices, and leaves labour organizations free to concentrate 
on the improvement of real wages. Furthermore, it is urged that all 
the objections mentioned above apply only to some particular scales 
now in operation and would be obviated" if (<i) a more satisfactory 
index number were devised ; ( b) every scale provided for full com¬ 
pensation for changes in the cost of living whatever the basic rate may 
be ; (c) no scale were adopted except on the understanding that the 
claims of the workers to higher real wages remained unprejudiced. 


Profit-Sharing 

Among various schemes devised to create a greater degree of 
satisfaction in the ranks of the workers, particularly during periods of 
good trade and labour unrest, is that of profit-sharing , i.e., the arrange¬ 
ment whereby employees receive a share, fixed in advance, of the 
profits of the employing concern. Of various methods adopted from 
time to time the most prominent is the cash bonus scheme , where a 
certain proportion of the net profits of the concern is distributed at 

regular intervals among the workers as a cash bonus additional to the 
ordinary rate of remuneration. 

The most important advantages claimed for profit-sharing are 

that it minimizes social friction and fosters goodwill between employer 

and employed ; that it binds the workers more closely to the firm * 

and that the share in profits provides the workers with an incentive to 
greater output. 

On the other hand, very strong objections to profit-sharing have 
emanated from the side of labour, in particular that :_ 


The primary aim of such schemes is to secure greater output 
and that even though the workers do receive a share in the profits' 
the benefit to the employer in increased profits is still greater. 

2. Such schemes interfere with the solidarity of labour The 
worker s allegiance is divided between his firm and his trade union 
and as profit-sharing schemes are introduced piecemeal by in¬ 
dividual firms and not throughout industry, collective bargaining is 
made more difficult. 6 e 


More general arguments against profit-sharing are that 

, *• T t h °f SC l le 1 mes whic h have succeeded have almost invariably 

hi ffidn^H^ UCed ^ mCn °i f outstandin g a bility and personality, or 
in industries enjoying an element of monopoly. 

... 2 ‘ Pr0 u fit ' shari ,? g tends t0 check the mobility of labour when 
this may be socially desirable. 
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3. The reward offered to the worker is too long deferred to 
provide an effective stimulus to output. 

4. The process of natural selection and survival of the fittest 
may be checked, since, unless profit-sharing is generally adopted, 
inefficient firms are able to compete with more efficient profit- 
sharing firms. 

5. A steady wage is more satisfactory for the worker than a 
fluctuating one. 

6. Profit-sharing should involve loss-sharing. It is argued that 
if the workers are to share in profits they should also share in losses. 
This would scarcely be possible, however, unless they were granted 
a share in control and responsibility. 


Labour Co-partnership 

A system closely allied to profit-sharing, and in many respects an 
extension of the same principle, is that of Labour Co-partnership. 

The distinction usually drawn between the two systems is that, 
whereas in the former the workers are excluded from the control of 
the business, in co-partnership they are granted a limited share in 
control either by being encouraged to acquire share capital in the 
concern and thus gain the ordinary rights and responsibilities of 
shareholders, or by being allowed to appoint one or more of their 
members as their representatives on the Board of Directors. This 
customary distinction has now become unreal and out of harmony 
with the facts, because, in many profit-sharing as well as co-partnership 
schemes, committees consisting of representatives of the management 
and of the workers have been set up for the purpose of administering 
the profit-sharing or co-partnership fund ; while such committees 
frequently exercise wide powers, in a consultative capacity, in regard 

to other details of workshop management. 

As in the case of profit-sharing, the general argument in favour of 
co-partnership is that it tends to develop harmonious relations between 
employers and employed. On the other hand, all the objections 
advanced against profit-sharing apply with greater or less force, while 
a further objection is that the worker who has acquired shares in his 
firm loses both his savings and his employment if the firm fails. 

Judged by actual results and by an examination of the principles on 
which the schemes are founded, neither system is such a panacea for 

industrial ills as is sometimes claimed. . 

Such schemes are, however, of great value in that they afford *** 
opportunity for the workers to acquire an insight into the problems o 
industrial management, although their number is very small relative to 
the total number of industrial units. 
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Legal Minimum Wages 

Generally speaking, State regulation of wages is looked on with 
suspicion not only by employers but also by workers. Towards the 
fixing of legal minimum rates, however, labour has not shown the 
same opposition and some labour organizations have striven to secure 
a national minimum wage to cover the whole of industry. 

The first attempt by Parliament to fix legal minimum wage rates 
was made in the Trade Boards Act , 1909. This Act carried into effect 
a reform that had been advocated for many years and was rendered 
inevitable by the disclosure of the terrible conditions that existed in 
the sweated trades, where the workers were not organized and the 
wages paid were too low to maintain a reasonable level of subsistence. 
The main provisions of the Act were :— 

1. In those trades to which the Act applied, minimum rates 
of wages were to be fixed by a body, known as a Trade Board , 
composed of representatives of employers and employed in equal 
numbers, with the addition of some independent persons called 
“ appointed members,” of whom, in the case of a trade in which 
women were largely employed, at least one was to be a woman. 
The “ appointed members ” were to consist of an odd number of 
persons. 

2. Trade boards were to be set up in four trades only, in which 
conditions were known to be extremely bad : (a) chain making ; 
(b) paper-box making; (c) lace finishing; ( d ) ready-made and 
wholesale bespoke tailoring. 

3. The Board of Trade was to have power to move for additional 
boards in trades in which the prevailing rate of wages was “ ex¬ 
ceptionally low.” The Board of Trade could issue a Provisional 
Order for the establishment of a board, but this had to be confirmed 
by Parliament. 

4. The minimum rates, when fixed and made obligatory, were 
to be enforceable by the machinery of the criminal law. 

The Act worked well, and in 1913 four more trades were brought 
within its scope, so that about half a million workers in all were covered. 

In 1917, the Whitley Council on the Relations between Employers 
and Employed, which in its First Report had recommended the 
establishment of Joint Standing Industrial Councils in well-organized 
industries (see page 316), advocated in its Second Report that, in those 
industries in which there existed little or no organization , the machinery 
of the Trade Boards Act should be applied “ pending the development 
of such degree of organization as would render possible the establish¬ 
ment of a National Council or District Councils.” 
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These recommendations led to the passing of the Trade Boards 
Act, 1918, which was of much wider scope than the Act of 1909, and 
provided that a trade board could be established in any trade which, in 
the opinion of the Minister of Labour, had “ no adequate machinery 
for the effective regulation of wages,” and in which the rate of wages 
paid made the application of the Act expedient. Thus it was the 
intention of the Legislature that the trade board system should cover 
not only “ sweated ” trades, but also trades in which the workers were 
unorganized. 

The many new trade boards set up under the 1918 Act functioned 
very satisfactorily for some time. In 1920, however, the prevailing 
depression in trade and industry caused the wages fixed by the boards 
to press heavily on manufacturers and traders. Furthermore, the 
standard of administration fell, rates were not strictly enforced, 
complaints of evasion were frequent, and urgent appeals were made for 
the modification of the Acts. 

To the Cave Committee , appointed in 1921 to enquire into the 
working of the Trade Boards Acts, representatives of the employers 
complained that the minimum rates fixed by the boards were too high 
and failed to make provision for different local conditions ; that the 
rates fixed increased the competition of foreign producers and of home 
traders not employing labour (e.g., one-man businesses); that the 
lines of demarcation between different trades, the multiplicity of 
boards set up, and the lack of co-ordination between them created 
unfair competition, friction and confusion in traders* establishments ; 
and that the length of time required for revision of the rates rendered it 
impossible to modify wage-rates according to prices and the cost of 
living, thus causing hardship and loss. 

The Committee recommended that the trade board principle 
should be applied to sweated workers only, and then only after a 
public enquiry had been held and the report of such enquiry duly 
considered. The recommendations were subjected to much criticism, 
and in July, 1922, the Minister of Labour announced that no further 
trade boards would be set up except under the conditions recommended 
by the Committee. 

By the Wages Councils Act , 1945, the Trade Boards Acts of 1909 
and 1918 were repealed. Trade boards already in existence were 
replaced by wages councils , and the Minister of Labour was given power 
to set up a wages council to consider any matters affecting workers 
pay (e.g., wages, holidays and holiday pay) in any industry where no 
adequate machinery already exists for the purpose. A council consists 
of not more than three independent members (one of whom is chairman; 
appointed by the Minister, and as many representatives of employers 
and of employees as the Minister considers necessary. The Minister 
may also appoint a central co-ordination committee to act between 
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two separate wages councils in order to ensure co-ordination and 
prevent overlapping. The enforcement of the orders of the councils is 
carried out in conjunction with specially appointed officials of the 
Ministry of Labour. 

In spite of its disadvantages, the application of the trade board 
principle has served a useful purpose in the industrial system. Wages 
in the relevant industries have been substantially increased, “ sweating ” 
has been abolished and the standard of life of the workers has been 
raised. In some industries wages have been raised appreciably simply 
by forcing them up to the level justified by marginal productivity. 
In other cases, marginal productivity has itself been increased, partly 
through the increased efficiency of labour and partly through improve¬ 
ments introduced by the employer. The general result has been to 
divert to low-paid occupations their share in the increase of the wealth 
of society, and to lessen the relative superiority in this respect of the 
more strongly organized trades. In addition to this, the enforcement 
of an effective minimum wage protects good employers against un¬ 
scrupulous competitors who are prepared to take advantage of the 
economic weakness of the workers, and provides an incentive to 
employers to improve their methods of production and to eliminate 
waste. 


National Minimum Wage 

Although the wages of several million workers are regulated by the 
wages councils machinery, the arrangements fall far short of the legally 
enforced national minimum wage advocated in many quarters. 

In favour of such a minimum it is contended that it would ensure 
a reasonable standard of existence for the whole of the working 
population, thus increasing efficiency as well as removing poverty ; 
that it would lead to the closing down of industries that cannot pay 
a living wage to their workers ; and that it would prevent the re-grading 
and “ shuffling ” of labour by unscrupulous employers in an attempt 
to avoid payment of the legal minimum wages fixed by the wages 
councils. 

Critics of the proposal point to the difficulty of determining the 
level at which a national minimum should be fixed. If the level were 
fixed at a low figure, the legislation would scarcely achieve its object : 
if, on the other hand, a high minimum were introduced, many low- 
grade workers would not justify their employment in a competitive 
system, and would be discharged. It is also objected that there would 
be difficulty in determining the relationship between the minimum for 
men and the minimum for women, and that the fixing of a minimum 
would make for inelasticity in the wages system. Wage-rates, it is 
contended, should be responsive to changes in demand and capable of 
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rapid adjustment to changing conditions, whereas the tendency is for 
the minimum to become the maximum. 

By the introduction of exemptions from and modifications of the 
minimum, some of these difficulties might be overcome. In any case, 
the minimum a community can afford to bear is conditioned by the 
efficiency of that community in wealth-production. This is illustrated 
by the fact that in Australia, New Zealand and in certain States of 
America, where experiments in national minimum wage legislation 
have been made, the legislators are said to have fixed the minimum 
wage too low, and have thus failed to carry their policy to its logical 
conclusion. 


Family Allowances 

In the systems of wage payment so far considered, the individual 
is the economic unit. The wage paid to him has to provide for all his 
needs and for the needs of his dependants. Where, as is often the case, 
the wage is inadequate for such purposes, many families with several 
children suffer from poverty and there is a lowering of industrial 
efficiency. 

It is now acknowledged that a community which neglects the family 
as the economic unit is not making the best use of its resources ; that 
the community benefits as a whole if the wage of workers with children 
is raised because the increase leads to an increase both in the efficiency 
of the labour force and in general welfare ; and, therefore, that the 
family income should bear direct reference to the size of the family, 
i.e., that the worker with children should get a larger share of the 
National Income than the worker with no children. 

In Britain, there are several examples of the application of this 
principle. The pay of men in the armed forces is adjusted by an allow¬ 
ance in respect of each child, while children’s allowances are made in 
the assessment of all incomes for income tax purposes. Since 1946, 
the State has paid cash allowances of 5/- a week in respect of all 
children, except the first, under school-leaving age. 

The granting of family allowances involves no fundamental 
departure from the accepted theory of wage determination. Marginal 
productivity remains the determining factor of the wages of any 
worker, but the worker with children dependent on his earnings 
receives, in addition to his basic wage, an allowance that varies with 
the number of children he has to support. Engineers still earn more 
than dustmen because their marginal productivity is higher, but an 
engineer who has to support a family of four children receives a larger 
income than an engineer of the same category who has no children to 

support. 

Critics of family allowances urge that the individual and not the 
family should be regarded as the economic unit for the purposes of 
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wage payment. Why, it is asked, should a single man doing the same 
work as a married man receive less for his services and so, in effect, 
have to contribute to the support of another man’s children ? Other 
objections are that the system might lead to a big increase in the birth¬ 
rate—with the object of increasing the payment to the family—and 
that family allowances might check production by removing one of the 
strongest incentives to effort on the part of the parent. Neither of 
these objections is likely to be valid unless the scale of allowances is 
fairly high. 


TRADE UNIONS 

For a number of reasons, the individual worker is at a disadvantage 
in bargaining with his employer. Not only is the employer a combination 
in himself, “ buying services wholesale while the worker sells his labour 
retail,” but also in the art of bargaining the employer’s education and 
training place him in a superior position as compared with the single 
worker, usually with little knowledge and slender resources. To 
overcome this difficulty and to protect the interests of the worker, trade 
unionism came into existence, its essential feature being the substitution 
of collective for individual bargaining. 


Trade Union Development and Structure 

A trade union may be defined as a “ continuous association of wage- 
earners for the purpose of maintaining or improving the conditions of 
their employment.” Its defined policy is to maintain and consolidate 
the existing economic position of its members and to strive continuously 
to improve that position in the future. 

Trade unions made little headway in their infancy for an Act of 
1799, consolidating previous enactments, prohibited all combination 
with the object of obtaining an advance in wages or of lessening the 
hours of work. The Combination Laws were repealed in 1824, and 
from that date up to 1840 trade unionism became a revolutionary 
movement, closely associated with Chartism and Owenism. After the 
failure of these idealistic schemes, however, more practical counsels 
prevailed, and in the fifties of the nineteenth century the basis of 
modern trade unionism was laid. 

At this period, attention was devoted to the organization of unions 
on a craft basis , i.e., according to the skilled occupation of the worker, 
and not on the industry in which the worker is employed. These 
so-called craft unions —of which two well-known examples are the 
London Society of Compositors and the National Society of Operative 
Printers and Assistants—have certain obvious advantages. They 
emphasize the professional spirit and so are instrumental in maintaining 



288 


ELEMENTS OF ECONOMICS 


a high standard of work ; they have an educational value in that the 
members, all being engaged in the same process, can understand and 
take an intelligent interest in the affairs of the union ; and usually 
they are strong on the financial and friendly society side. 

During this constructive period, political action did not occupy a 
prominent place. The facts of the existing situation were recognized 
and the unions set out to modify these facts in the interests of the 
workers so far as this could be achieved on moderate and conservative 
lines. 

In the eighties and nineties a more militant policy was pursued. 
General unions organized on a class basis were formed, and what is 
known as the “ new unionism ” came into prominence. The New 
Unionists did not favour the friendly society basis of the craft unions 
and the pursuit of the old conciliatory policy. They catered for 
unskilled labour and for workers passing from one industry to 
another, and adopted more vigorous methods. They aimed, not at the 
maintenance of a standard in a trade, but at the nationalization of 
industry and the enforcement of a national minimum wage. 

After 1911, a still more advanced type of union arose, known as 
the industrial union , designed to embrace all the workers in one industry 
(including, of course, numerous crafts and processes). The Miners’ 
Federation, now re-organized on a broader basis as the National Union 
of Mineworkers, and the National Union of Railwaymen are important 
examples. 

From the labour standpoint, industrial unions have certain distinct 
advantages. They present a united front to employers and facilitate 
national agreements. Their disadvantages are that they necessarily fuse 
heterogeneous groups, so that the bonds of union are not as close as they 
might otherwise be, and that they may not adequately safeguard the 
special interests of small groups of special craftsmen. Industrial 
unionism cuts across craft unionism. 

The policy of “ less unions and more unity ” has been strongly 
advocated among trade unionists and has steadily brought about the 
amalgamation of smaller unions and the consolidation of the workers 
in national unions with great resources and strength. Thus, millions 
of transport workers (including shipping, canal and dock workers) are 
now united in the widely embracing Transport and General Workers’ 

Union. 

The objectives of united action and co-operation between various 
unions in the general interests of the workers are achieved through 
the Trades Union Congress. Every year this is attended by delegates 
from trade unions representing the majority of workers in the country, 
and the General Council of the Congress is gradually developing into 
the central controlling and directing organ of the Labour Movement. 

This General Council is in close touch with the Labour Party both, 
inside and outside Parliament, through the National Council of Labour , 


PROBLEMS OF LABOUR AND CAPITAL 


289 


the chief duties of which are to settle all questions affecting the labour 
movement as a whole, and to secure a common policy and joint action, 
whether by legislation or otherwise, on all matters affecting the workers 
as producers, consumers and citizens. 

The power of these organizations was clearly demonstrated during 
the General Strike of 1926, when the business life of the community 
was paralysed to such an extent that after the termination of the strike, 
the Government passed the Trade Disputes and Trade Unions Act , 1927, 
with the object of restricting that power so far as seemed necessary in 
the interest of the community generally. This Act was repealed by the 
Socialist Government in 1946 and, at the time of writing, the position 
once again is that labour can unite to enforce its demands, or the 
demands of a particular section, even if by so doing the whole economic 
life of the community is disturbed. 

A further development in this direction is the insistence of powerful 
trade unions on the “ closed shop ” policy, whereby the unions seek to 
compel employers to employ only workers who are members of a 
particular trade union, the object being to provide labour in the 
industry concerned with a united front in negotiating with the employers. 

Employers’ Associations 

In almost every industry and trade there is an employers’ 
association or federation that has as its object the protection of the 
interests of employers in the trade and the establishment of a united 
front visna-vis foreign competitors, the Government, and employees. 
The interests of employers generally are in many respects safeguarded 
and catered for by such organizations as the Federation of British 
Industries, the National Union of Manufacturers, and the British 
Employers’ Confederation. The last-named represents the employers 
of about 70 per cent, of all industrial workers in Britain, and may be 
regarded as the employer’s counterpart of the Trades Union Congress. 

Subject to this, the associations on both sides have a defensive and 
offensive aspect. Both sides are jealous of their rights and privileges, 
and both take all possible steps to prevent encroachments on those 
rights by the other side, by the public, or by the State. 

Trade Unions and Wages 

In considering the influence of trade unions on wages it is 
important to distinguish between the direct influences (i.e., the effect 
of the substitution of collective for individual bargaining) and the 
indirect influences (i.e., the adverse and beneficial effects of trade union 
organization on the general productivity of industry). 

Adverse Indirect Effects of Trade Unionism 

1. Trade unions tend to make effective the hostility of the 
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worker towards improved methods of production likely to lead to 
a decline in the demand for his services, or to alter the conditions 
of his employment. 

This policy has a certain justification. Although the introduction 
of machinery does not cause general unemployment, most machinery 
is labour-saving, and its introduction usually means that certain 
workers are, at least temporarily, deprived of their means of 
livelihood. Furthermore, the introduction of machinery has often 
been the occasion of an attempt by employers to force down wages 
on the ground that there is a smaller demand for the workers’ 
services. 

Workers may object to machinery, also, because it may injure 
their health or lessen their safety. Thus, the introduction into mines 
of coal-cutting machinery and electrical devices was at first resisted 
by miners on the ground that their safety was endangered. As a 
result, the machinery was improved and made safe. 

2. Trade unions are charged with encouraging their members 
to restrict the amount of work performed in a given time, in order 
to make more work for others. This policy of ca ’ canny is based on 
the same “ work-fund ” l fallacy as that of opposition to labour- 
saving devices, and has a detrimental influence on the worker’s 
character and efficiency. It may be justified only in those cases where 
employers have attempted to cut rates and/or unduly speed-up 
production. 

Clearly, however, the wages earned by each worker are spent in 
buying the products of other workers, and the constructive work of 
one worker, by adding to the National Income, increases the 
opportunities for the employment of other workers. If through the 
adoption of ca’ canny principles the workers diminish their output 
of machines, for example, then unemployment tends to be caused in 
industries wherein the machines are used. Again, if bricklayers 
“ go slow ” and lessen their output, unemployment is likely to be 
caused in industries making bricks and other things used in house 
building, while workers generally suffer from the decreased supply 
of houses. 

The foregoing facts are being increasingly recognized by trade 
unions and the first two objections have much less force than 

formerly. 

3. Many unions have attempted to create an artificial scarcity 
in the supply of their labour by restricting the number entering 

the trade. 

1 Supporters of the zvork-fund idea hold that the amount of work is limited, and 
that the more one worker does the less is there for others to do. 
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As a general policy this is undesirable and likely to cause 
re-actions, such as the substitution of machinery for labour. In any 
case, such restrictions cannot raise the general level of wages 
throughout the country, and any wage increases that result are 
obtained at the expense either of the consumer or of workers in 
other trades. 


4. By the insistence on a standard minimum wage men of more 
than average ability are kept down to the general level. This 
disadvantage is, however, inevitable from the workers’ point of 
view. The central feature of trade unionism, as we have seen, is 
that it substitutes collective for individual bargaining. Collective 
bargaining is more or less impossible unless there is some standard to 
form a basis for bargaining ; it would be clearly impracticable for 
a trade union to bargain for different rates of wages for different 
individual workmen performing the same kind of work. 

These difficulties may be overcome to some extent by devising 
suitable methods of remuneration that do not contravene the 
principle of the standard wage. 

Beneficial Indirect Effects of Trade Unionism 

1. Trade union organization tends to increase the general 
efficiency of the individual worker. 


2. By trade union insistence on uniform rates, the standard of 
living of the workers is protected and productivity is increased. 

3. The levelling up of wages tends to eliminate the unfit and 
unscrupulous employer. 


4. The pressure of rising wages undoubtedly acts as a stimulus 
to the invention of labour-saving devices and to the adoption of 
economical methods of production. 

5. Collective bargaining facilitates the working of the labour 

market. An industrial system in which wage-rates were settled by 

individual bargains would be hampered by frequent discords. The 

fixing of a standard rate by collective agreement introduces stability 

into industry. Petty disputes can be quickly settled, and employers 

are more ready to listen to complaints when put forward by trade 

union officials of experience and understanding who represent large 
groups of workers. 6 


In considering the direct effects of trade unions on wages, we must 
remember that there are forces in operation in the economic system 
which exert a more powerful influence in determining the remuneration 
of labour than any efforts on the part of either trade unions or employers 
1 here are the forces, discussed earlier, which tend to ensure that the 
agents of production are remunerated according to their marginal worth 
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in industry. If competition were not only free but also equal, trade 
unions could not exercise any real influence on wages. But such con¬ 
ditions do not exist. It is part of the business of an employer to know 
when he can lower wages, but an individual workman cannot know 
when he should ask for an increase or consent to a decrease, while the 
individual worker is, in any case, at a disadvantage in bargaining with 

his employer. For these reasons unorganized workers are often paid 
below their marginal worth. 

Through trade unionism, with its skilled officials, efficient organiza¬ 
tion and united front, the worker is brought into a position of greater 
strength in these respects, and the main function of the trade union is 

to ensure that the workers in each industry are paid up to their marginal 
worth. 

A trade union may be so strong that the particular class of labour 
concerned may command a rate of wages temporarily above its marginal 
worth. The power of a trade union to raise wages in this way depends 
on the elasticity of demand for the product, and the proportion of the 
wages concerned to total cost of production. The power is greatest 
where demand for the labour concerned is highly inelastic owing to the 
inelastic demand for its products, and wages form a small part of the 
total cost, e.g., in railway transport. The power of a union is limited 
where demand is elastic and wages form a high proportion of total 
cost, e.g., in slate quarrying. Increased wages in the slate industry add 
considerably to production costs, and may so increase the supply price 
of slates as to lead to the use of substitutes and a considerable falling 
off in the demand for slates. 

Again, wages cannot be increased beyond the marginal worth of 
labour except at the expense of profits, but, if profits are decreased 
below the normal level, then in the long run adequate supplies of 
capital and organization will not be forthcoming for that industry, the 
demand for the labour concerned will decrease relative to the supply, 
and wages will fall. 

In face of trade union attempts to raise wages unduly, employers 
will seek for substitutes, new methods and new machinery, with the 
object of reducing the need for the services of the trade union members. 
Thus the power of the bricklayers’ and stonemasons’ unions has been 
limited by the extended use of concrete, steel, and wood dwellings. 

The influence of trade union pressure in forcing employers to 
adopt improved methods is notable in periods of depression. Strong 
trade unions, operating to prevent the employer from cutting costs by 
reducing wages, stimulate him to seek other ways of reducing his costs. 

If it is agreed that the efficiency of industry has not reached a limit, 
then it must be agreed that unions can continue to obtain wage increases. 
Trade union pressure for wage increases, when added to the normal 
force of competition, compels every employer to get the most from his 
organization. The maintaining of a wage above marginal worth may 
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cause some unemployment, but, as employers cannot dispense with all 
their labour, they are driven to invent or adopt new economies, and 
their resultant lower costs tend, in the long run, to stimulate the 
demand for labour. 

While, therefore, trade unions cannot for any length of time 
obtain for their members a greater share of the product than is warranted 
by the marginal productivity of labour, they may bring about an 
increase in the ultimate net product to be shared. 


Trade Unions and Hours 

Statistics show that strikes in favour of the reduction of hours have 
been neither so numerous nor so successful as those in favour of in¬ 
creases of wages, the reason apparently being that employers find it 
difficult to forecast the ultimate financial effect of a shorter working day. 

Nevertheless, the increased nervous strain on the workers caused 
by the general speeding up of production, the great development of 
the machine system of industry, the increasing monotony of industrial 
life, and the greater claims of outside interests (sports, politics, 
literature, etc.) on the workers, all increase the tendency to “ buy more 
leisure,” i.e., to demand shorter hours, as well as to increase absenteeism. 

The case for a shorter working day might be justified even if it 

involved an economic loss, but psychological investigations suggest that 

in numerous instances there is economic justification for a reduction of 

working time. In many cases it has been proved that, when hours are 

shortened, economies generally result : overstrain is reduced or 

eliminated, accidents are reduced, and fixed capital is used more 

economically, so that losses and expenses are diminished and output 
tends to increase. 


SETTLEMENT OF INDUSTRIAL DISPUTES 


It will now be seen that there are innumerable points at which the 
interests of Capital and Labour are opposed, and it is not surprising 
that these differences frequently result in strikes and lock-outs .’ In most 
countries, the strike and the threat to strike are regarded as essential 
weapons in the bargaining power of labour, but, after all allowance has 
been made for the possible advantages of strikes, it is obvious that the 
less they are needed the better, especially when they affect the general 
public and are not strictly confined to the particular interests or classes 
involved. Various devices have, therefore, been adopted in different 
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countries with a view to preventing these wastages of industrial power, 
or at least with the object of preventing strikes and lock-outs from being 
undertaken except in the last resort, and after full publicity has been 
given to the grievances complained of or to the benefits expected. 

In times of national emergency (e.g., during the 1939-1945 war) 
strikes and lock-outs in this and other countries have been illegal, and 
those responsible made liable to fines or imprisonment or both. 

Conciliation 

In this country the first serious legislative attempt to facilitate the 
settlement of industrial disputes was made by the Conciliation Act , 1896. 
The Act was largely permissive and provided for the registration of any 
conciliation or arbitration board on application to the Board of Trade, 
which was also given power to enquire into any dispute and, on the 
application of either employers or workmen, to appoint a conciliator or, 
on the application of both parties, an arbitrator, to effect a settlement 
of the dispute. 

These powers were used to such an extent that in 1911 the Govern¬ 
ment was inspired to strengthen the scheme by instituting a joint panel 
of employers and representatives of labour, known as the Industrial 
Council. Since the passing of the Industrial Courts Act, 1919, however 
(see below), the Act of 1896 has rarely been applied. 

Arbitration 

The essential feature of voluntary arbitration is that the disputants 
agree to submit the question at issue to an outside person who is asked 
to give a decision, which, however, is not legally binding on the parties. 

A most important development in this direction took place with the 
institution of arbitration machinery under the Industrial Courts Act , 
1919. This Act set up a Standing Industrial Court consisting of 
independent persons (one of whom is always chairman), of workers’ 
representatives and employers’ representatives, all appointed by the 
Minister of Labour, together with one or more women. Any dispute 
may, by consent of both parties, be referred for settlement to the Court 
or to an arbitrator, or to a Board of Arbitration composed of repre¬ 
sentatives of the two parties and an independent chairman ; but the 
award is not binding although in practice it is generally observed. 

The Act empowers the Minister of Labour to appoint a Court of 
Inquiry to investigate and report on any matter connected with a 
trade dispute. This provision gives effect to the view that a trade 
dispute may react disadvantageous^ on the community, and that the 
interests of the public must be safeguarded no less than the interests of 
the disputants. 

Considerable use has been made of powers under the Industrial 
Courts Act, and several labour disputes of national importance have 
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been adjudicated under it. The great value of such inquiries lies in 
the publicity they receive ; details of costs, profits and wages are 
brought into the light of day and public opinion is thereby influenced. 
Under this legislation, too, much has been done through the Con¬ 
ciliation Officers of the Ministry of Labour to strengthen and develop 
conciliation machinery within industry. 

During the 1939-1945 war, the Conditions of Employment and 
National Arbitration Orders , 1940, were passed to prohibit strikes and 
lock-outs so as to avoid interruption of the war effort, and continued in 
force after the war was over. The Orders established a National 
Arbitration Tribunal to whom any industrial dispute must be referred 
for arbitration, once normal negotiations have failed, and its awards are 
legally binding on the parties concerned. This Tribunal has power to 
enforce throughout an industry any terms and conditions voluntarily 
negotiated by representative organizations of employers and workers 
in that industry. 

Whitley Councils 

A fuller discussion of the Whitley Scheme, recommended by the 
Whitley Committee of 1917, is reserved for the next chapter, but the 
essential features consist in the setting up of joint standing industrial 
councils based on :— 

1. Works Committees, representative of the management and of 
the workers employed, instituted in particular works to act in close 
co-operation with the district and national machinery. 

2. District Councils, representative of the trade unions and of 
the employers’ association in the industry. 

The application of the scheme is purely voluntary and aims at the 
settlement of disputes before they have reached an acute stage. The 
importance of the scheme lies in its recognition of the workers’ claim 
to a share in the control of industry, and in the fact that, though the 
agreements reached are in theory binding only on the parties subscribing 
to them, their effectiveness often extends much further. 

Working Parties for Industry 

In 1945, non-permanent joint advisory bodies known as “ working 
parties ” were first set up to consider problems of particular industries, 
especially in relation to difficulties arising or likely to arise as a conse¬ 
quence of the Second World War. The parties are composed of 
representatives of employers and employees, with a number of inde¬ 
pendent representatives. They seek to obtain constructive recommenda¬ 
tions from both employers and employed, and the problem of the human 
factor in industry is given particular attention. 
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THE PROBLEM OF UNEMPLOYMENT 

Since the end of the Second World War in 1945, unemployment 
in Great Britain has been slight, only about 2 per cent, of the working 
population as against 10 per cent, in 1937. The Labour Government, 
elected in 1945, aimed at a full employment ” policy, and the result 
has been man-power shortage ” rather than “ unemployment.” 
A Government White Paper of 1947, “ The Battle for Output,” stated 
that the need to increase the working population “is a permanent 
feature of our national life. ,, 

Nevertheless, the scourge of unemployment was so serious before 
1939 that a study of its causes is important in order to understand the 
past and to guard against recurrence in the future. 

Throughout the greater part of the nineteenth century the view 
prevailed that unemployment was largely due to defects in the individual 
character of the worker concerned, but towards the end of the century 
that view became no longer tenable. Specialized industry, carried on 
ahead of demand, was recognized as being subject to cyclical depression, 
and it was apparent that unemployment was only one symptom of a 
deeper disease ; that in unemployment the workers were reaping the 
baneful harvest sown by the community generally in its organization of 
industry and trade, in its failure to adjust its economic organization to 
changing conditions. 

The demand for labour springs from the demand for the com¬ 
modities that labour produces. But man’s need is never satisfied ; 
human wants increase continually in both extent and variety. Every 
increase in population is accompanied by a more than proportionate 
increase in the demand for commodities, and thus in the demand for 
labour. Employment should, therefore, increase with the growth of 
population and with the rise in the standard of living, and, in so far as 
producers are themselves consumers, the demand for labour should, 
theoretically, always be equal to the supply. Unemployment is, 
therefore, a truly remarkable feature of a society where full satisfaction 
of wants is not achieved, and can be explained only in general terms 
by the fact that the supply of labour is not properly adjusted to the 
demand. 


Causes of Unemployment 

The problem of unemployment is extremely complex, and does not 
arise from any one cause but from many distinct though closely related 
factors in the economic structure of society. The principal of these 
are :— 

1. Seasonal Fluctuations in Particular Trades. —The differ¬ 
ences between summer and winter employment in the building trade 
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or in agriculture are familiar instances of seasonal fluctuations. Detailed 
enquiry shows, however, that fluctuations of this nature are by no means 
confined to a few well-known instances, but are widespread in industry. 
Many trades have their own characteristic periods of fluctuation. 
January is the busiest month at the docks ; May, June and July in the 
clothing trades ; July and August for the railway services and occupa¬ 
tions at holiday resorts, whilst in December, the postal services, 

and gas and electricity undertakings show their largest volume of 
employment. 

Some of these fluctuations are the direct result of climatic condi¬ 
tions (e.g., those in building and agriculture) ; others appear to depend 
on custom alone (e.g., those in the printing trade) ; in others, both 
climate and fashion have their effects. 


2. Permanent Changes in Industrial Structure or Methods.— 
Under this head may be included the introduction of new machinery 
and processes ; the displacement of labour by machinery ; the sub¬ 
stitution of one product for another; the transference of an industry 
from one district to another, and any similar changes that involve 
discontinuity of production, with the effect that, in consequence of the 
immobility and specialization of labour, some workers are either 
permanently or temporarily thrown out of employment. 


3. A “ Reserve of Labour.” —Irregular variations in the demand of 
employers for unskilled workpeople produce a standing “reserve of 
labour or a “ margin of idleness ” as an integral part of our industrial 
system. The most marked example of this irregularity is the building 
trade, where casual employment persists. 

“ Broadly speaking, the industrial team of the country, not only in 

& ener ^> ^ut also in particular trades, is numerous enough to carrv on 

all old-established industries when times are good, and when conditions 

are only moderate or bad there is a varying amount of unemployment. 

I he need of a reserve of labour to enable the country to expand its 

trade in good times means that, even when conditions are normal 

this reserve will account for a percentage of unemployed. This floating 

surplus—partly the reserve and partly the wastage of industry—can 

probably never be entirely dispensable ; but it should be easily possible 

for those who form the bona fide reserve to be properly taken care of and 
maintained at the charge of industry.” 1 

4 'j^ HE r^ YCLICAL Fluc ™ation of Industry.— This factor, dis¬ 
cussed in Chapter 30, is by far the most important element in the 

bad I 7r P a d 0 e ym h n V Pr0b Cm l nd re [ CrS t0 the alternation between good and 
bad trade which occurs throughout industry and leaves its mark on all 

economic activity. The phenomenon is international in scope, and 

1 w. T. Layton and others, Is Unemployment Inevitable ? pp. 6-7. 



298 


ELEMENTS OF ECONOMICS 


a roughly contemporaneous fluctuation can be traced in all highly 
industrialized countries. The amount of unemployment varies with 
these cyclical fluctuations : it falls when trade is good, and increases 
when depression sets in. 

5. Other Factors. —Besides the four main factors mentioned 
above, numerous others have to be considered, among which may be 
mentioned : ( a ) Deficiencies in industrial training, with the consequent 
tendency to an over-supply of unskilled labour ; ( b) exceptional dis¬ 
location, such as strikes or lock-outs in a principal industry ; (c) the 
existence of a class of men who, through personal deficiencies, whether 
of intelligence, physique or character, are substantially “ unemploy¬ 
able ” ; (d) the expulsion from “ blind alley ” occupations of untrained 
and unskilled workers who are thrown on the labour market when they 
come to require an adult wage which the industry will not pay, since 
an adequate supply of cheap labour is always available, e.g., children 
leaving school ; ( e) the decline of industries due to changes in fashion, 
foreign competition, or exhaustion of natural resources, e.g., mines and 
fisheries ; (/) the difficulty experienced by children leaving school in 
choosing and finding suitable employment ; ( g ) the immobility of 

labour, which prevents transference from depressed to prosperous 
industries. 

There are certain causes specially applicable to Britain. First, 
there is the shifting of world trade , involving the closing or curtailment 
of many of our markets, due to the fact that (especially when we were 
at war) many of our overseas customers sought other sources of supply 
or set up their own industries for the production of goods previously 
supplied by us. Secondly, the protective tariffs imposed in certain 
countries have excluded many of our products from their markets. 
Thirdly, industrial technique in this country has fallen behind that of 
certain of our leading competitors, who have consequently been able 
to undersell us in the world’s markets. Finally, the rationalization oj 
our great basic industries , following the recognition of the need for 
drastic re-organization to keep pace with developments in other 
countries, led to the amalgamation of firms, and the introduction ot 
new machinery and new methods, many of which reduced the demand 
for labour in the period between the two World Wars. 


Full Employment 

The ideal aimed at in tackling the problem of unemployment is the 
establishment of full employment, i.e., the provision of work for all 
who are both willing and able to work. Full employment does not 
mean that there is no unemployment at all ; that is impossible in a 
progressive economic community where change is frequent an 
inevitable. It means that unemployment due to industrial pTOgres 
and change is never permitted to reach large proportions and i 
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generally of short duration. In any state of society, there are some people 
who are unemployable, i.e., neither able nor willing to work, and who 
must be supported by the community. For all others, security of 
employment, or maintenance during periods of unemployment, should 
be provided. 

In most countries, the implementation of a policy of full employ¬ 
ment is the main concern of government, although steps taken to 
achieve this ideal vary greatly according to the economic position of 
the country and the political ideology of those who control its destinies. 
In Russia, for instance, the State has complete control of the means of 
production, including all labour power, whilst in Britain w r e have a 
capitalist system or a system of free enterprise that is being gradually 

modified by increasing State interference w r ith, and control of, economic 
activity. 

In all countries, however, the problem of full employment is closely 
bound up with the problem of the trade cycle and of periodic world 
depressions (discussed in Chapter 30). And although it is not yet 
possible to say whether any of the methods advocated would achieve 
full employment, it would seem that no national remedies are likely to 
succeed unless they take full account of international repercussions. 


Remedial Measures 

Various measures have been adopted in Britain in an attempt to 
bring about a better adjustment between the demand for and supply of 
labour. 

Employment Exchanges were first established in 1909 in order to 
remedy two defects in the industrial organization—namely, the lack 
of mobility of labour, and the lack of information as to employment. 
They aim, first, at organizing improved methods for engaging labour by 
the establishment of a common reserve of labour in each industrial 
centre, from which employers may secure workers as required. Secondly, 
they aim at the decasualization of casual employment through the regis¬ 
tration of the available workers, to whom ’ successive jobs, under 
different employers, are allocated. Thus, at our ports work is given 
only to registered dock labourers, and the tendency is to keep away the 
unemployed of other industries. Thirdly, they endeavour to dovetail 
one seasonal trade with another , by transferring labour from slack 
industries to other industries in need of labour, the process being set 
in motion before unemployment occurs. The great difficulty in this 
connection is the comparative immobility of labour, particularly that 
having specialized skill, but dovetailing is specially practicable in public 
constructional work which depends largely on unskilled labour. 

with W r i ° b i eCtS t ° f the k exchan g es ar e the guidance, in conjunction 
with local education authorities, of boys and girls in the choice of 
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careers, so as to divert the stream of juvenile labour away from declining 
and over-crowded occupations to growing trades ; the abolition of the 
necessity for any person genuinely desiring work to tramp from town 
to town ; and the provision of a direct “ test of unemployment,” 
without which any scheme of unemployment insurance cannot safely 
be undertaken. 

Undertaking Large Schemes of Development by the Govern¬ 
ment, local authorities and private firms. The construction of arterial 
roads, docks, and sewers ; the laying out of parks and recreation 
grounds; and the establishment of water, gas, electricity and transport 
undertakings, are the principal ways by which employment has been 
created. These schemes call for careful “timing” by an authoritative 
body, amply supplied with reliable information, and closely co-operating 
with existing industrial machinery, so that the schemes can reach their 
maximum when there is a large volume of unemployment and can be 
discontinued or postponed when industrial activity in other directions 
is marked. 

The great difficulty is that such development schemes will not 
generally be undertaken by municipalities or private concerns during 
times of depression unless they are subsidized by the central Govern¬ 
ment, for at such times economy in expenditure is dictated either by 
financial considerations or by public opinion. On the other hand, some 
development schemes, especially on urgent public utilities, cannot be 
postponed during boom periods. 

Organized Short-time. —In the case of skilled workers, the burden 
of unemployment may be lightened by resort to short time rather 
than to dismissal. When an employer is cutting down production, he 
has three main alternatives : he may dismiss a certain number of 
workers, and keep the remainder in full employment or he may 
retain the whole staff, but conduct a system of rotation, under which 
some of the workers are employed for, say, five weeks, but are idle for 
the sixth week ; or he may retain the whole staff on short time, week 

after week. . f , 

The first method is usually preferred where the work is unskilled, 

and where the workers are likely to be in plentiful supply when the 
demand for labour revives. The second alternative is not favoured by 
employers, as a rule, on account of the complications involved, but 
it has been adopted in some quarters in preference to the third method 
because a man who is definitely unemployed for a week is entitled to 
unemployment insurance benefit, whereas a worker on short time is 
not so entitled. The third method is generally applied where the work 
is highly skilled, and the employer is anxious to retain the services or 
his men. Trade unions prefer this method, which is, therefore, usua 
whenever the men are strongly organized and have a voice m t e 
determination of the firm’s labour policy. 
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If opportunities exist for alternative employment, the dismissal plan 
is better than the short-time plan; e.g., when an individual firm is 
encountering a bad period, although trade in general is fairly prosperous. 
But on the whole the advantages lie with the short-time method. In the 
first place, it causes less hardship. If a number of families have to cut 
down their expenditure by, say, one-sixth, they will forgo comparative 
luxuries. It follows from the law of diminishing utility that the aggregate 
sacrifice will be less than one-sixth of the original total utility. But if 
five-sixths of these people retain full-time employment, whilst the other 
one-sixth are dismissed, the aggregate sacrifice will tend to be greater 
than in the first case, since that proportion of the money spent by the 
fully employed on comparative luxuries would have been spent by those 
dismissed on the necessaries of life. Secondly, short time involves less 
danger of the worker deteriorating in skill and character. A man who 
is unemployed tends gradually to drift into the ranks of the 
unemployable. 

Training the Unskilled. —The Ministry of Labour provides 
courses of specialized training for unemployed people who have no 
skilled trade or cannot find work in their own trade. 

Tariffs. —The imposition of tariffs on articles imported from 
abroad may permit greater employment in industries that benefit from 
a protected home market, as well as in new industries, the extension of 
which is made possible by the partial elimination of foreign com¬ 
petition. But it is extremely doubtful whether tariffs provide a lasting 
palliative for general unemployment, particularly as they usually give 
rise to similar retaliatory measures by other countries. 


Unemployment Insurance 

Recognition of the fact that the economic system and not the 
individual employee or individual industry is responsible for unem¬ 
ployment, and that the burden of unemployment is a public respon¬ 
sibility, led to the passing of the National Insurance Act of 1911. This 
Act set up a national system of compulsory contributory insurance in 
certain trades to provide benefits for the workers and their dependants 
during periods of unemployment and sickness. By subsequent Acts 

the scheme was applied to most of the nation’s working men and 
women. 

The scheme is based on the view that unemployment is an insurable 
risk, and that it can be worked on an actuarial basis with funds derived 
from contributions made by employers, employees and the State. 

The national scheme has been criticized from many angles. On the 
one hand, there are those who would place the burden on each separate 
industry ; on the other hand, there are those who maintain that unem¬ 
ployment is not an insurable risk and that no unemployment insurance 
fund can be kept solvent ; that workers who are unemployed through 
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no fault of their own should receive, not merely a bare subsistence 
benefit out of an unemployment insurance fund, but a direct State 
payment comparable with their wages that will enable them to maintain 
their standard of life. 

The need for a system of unemployment insurance is, however, 
generally recognized today ; and Britain, like other countries, has in 
operation a comprehensive scheme of social insurance designed to 
provide every worker with assistance “ from the cradle to the grave.” 


Social Insurance 

% 

Social insurance has been defined as “ that part of the total field of 
insurance in which the risks or hazards covered result from the inability 
of the worker either to make a wage contract of a kind which will 
enable him to maintain a satisfactory standard of living for himself and 
his family or to carry through his part of the contract owing to physical 
incapacity.” 1 

The chief risks concerned are those that arise from : (a) temporary 
inability to make a living , due to accident, disease, ill-health or unem- 
ment; ( b) permanent incapacity , due to disablement or old age ; and 
(c) death , involving funeral expenses, unprovided widowhood and 
orphanhood. 

The National Insurance Act , 1946, attempts to provide, in con¬ 
junction with a State medical service, a unified and comprehensive 
scheme of compulsory social insurance designed to cover nearly everyone 
in Great Britain, and providing, in return for a single weekly contribu¬ 
tion, benefits in respect of sickness, unemployment, maternity and 
retirement, as well as allowances to orphans, widows, widowed mothers 
and guardians, and grants on death. 

The legislation covers three classes of insured persons : (a) employed 
persons , i.e., those working under a contract of service ; (b) self - 

employed persons , i.e., those gainfully employed, but not under a 
contract of service ; and (c) non-employed persons , i.e., those not 
gainfully employed. The National Insurance Act does not cover what was 
formerly known as Workmen’s Compensation Insurance, which is now 
provided for by the National Insurance (Industrial Injuries) Act f 1946. 

Compulsory social insurance enforces saving, and has the advantage 
of all enterprises conducted on a large scale that it results in a reduction 
of costs. But social insurance differs from saving and from public 
relief in that it gives the worker an immediate right to a certain sum . 
Thus, it may be alternatively defined as an agreement, which is legally 
enforceable , to pay a certain sum in money, or in goods and services, 
as compensation against the loss resulting from undesired contingencies 
that reduce earning capacity or increase expenditure beyond the normal. 


1 J. L. Cohen, Social Insurance Unified, page 18. 


CHAPTER 22 


THE CONTROL OF INDUSTRY 


Today, workers everywhere are increasingly interested in obtaining 
a share in, if not complete control of, the government of industry, and 
the view is gaining ground that the poverty to which many workers are 
subject is merely a symptom of a more deeply-rooted malady described 
by labour as “ Industrial Autocracy,” or the rule of the capitalist. 
Hence, the demand of the workers for a share in the control of industry 
is, in effect, a reaction against the Capitalist System, and this demand 
has become more insistent as labour has become more organized, 
educated and articulate, and as the growth in the size of industrial units 
has widened the gulf between employer and employed. It is not, 
however, a unified expression of a single impulse ; it is based on the 
whole mass of labour reactions, both economic and non-economic, 
against the industrial system. The general demand for control embraces 
at least four main elements :— 


1. Demand for Status —There is no doubt as to the importance 
of the moral aspect of subordination to discipline in much labour 
unrest. In part, the claim to status is a natural development of the 
habit of negotiation between organized labour and the employer or 
his Association ; in part, it is a reaction, accelerated by wartime 
experience, against the social consequences of large-scale industry. 
The essential fact, however, is that workers are no longer willing to 
accept the “ cog in the machine ” status ; they are no longer content 
to remain mere sellers of physical effort. 

2. Demand for Security. —The desire for security against 
unemployment is a universal motive. 


3. Demand for the Right to Make Suggestions concerning 
the Conduct of the Work. —Modern labour policy is strongly 
interested in the technical efficiency of industry, and “ workman¬ 
ship ” is an essential part of the propaganda for workers’ control. 

4. Demand for the Public Ownership and Control of 
Industry. —There is an increasing disinclination on the part of the 
workers “ to make unlimited profits for private employers.” 
Although the control movement is concerned primarily with the 
internal control of production, the demand for a larger share in 
the product of industry is gaining strength and finding expression 
in the nationalization of basic industries. 
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Positive and Negative Control 

By an elaborate code of commercial law, factory law, and so forth, 
the State exercises a “ negative control ” in numerous ways over the 
actions of those responsible for the conduct of industry, while organized 
labour by its bargaining strength sets limits to the freedom of the 
employer “ to do as he likes with his own.” In the course of time such 
powers of obstruction and regulation may develop into powers that 
are more positive and constructive ; but for our present purpose we 
must exclude from discussion any such forms of negative interference, 
and consider the operations of the State or of the workers only in so 
far as they exercise or propose to exercise directive powers in the 
conduct of industry. 


FEATURES OF CAPITALIST CONTROL 

In the Capitalist System, or the system of private enterprise, the 
most important of all economic problems—that of determining how 
the limited economic resources of the country shall be allocated among 
an infinite variety of possible uses—is not submitted to any conscious 
decision. Although it is not immediately apparent, the final decision 
rests with the consumer, whose preferences and aversions, when 
translated into effective demand, regulate the organization and use of 
the productive resources of society. Although the immediate agents 
are the entrepreneurs, in whose hands lie the delicate tasks of gauging 
the desires of consumers and of producing in anticipation of demand, 
the essential fact about capitalist industry is its government by value 
or price—the “ automatic indicator that production follows.” (See 
Chapters 1 and 20.) 

The merits of such a system are not always apparent, but they are 
well described in the following passage : “A magnificent scope is 
offered to individual judgment and initiative and courage. Vested 
interests are hurled aside out of the path of economic progress. Within 
the wide limits allowed by the law, and the stricter bounds set by 
social opportunity, each man is at liberty to spend both his life and his 
income as he chooses. Even in bad times the vast majority of the 
productive resources of society, both human and material, are being 
utilized, and the faith in which they have been launched into various 
channels of endeavour is found to have been not misplaced.” 1 

Two conclusions seem to be justified. First, that the system of 
private enterprise has the merits of adaptability and elasticity, and, as 
we shall see, does not exclude socialistic, co-operative or nationalized 
forms of industrial organization. Secondly, that the only practical and 

i D. H. Robertson, The Control of Industry , page 96. 
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equitable alternative to the more or less unregulated interaction of 
economic forces is to allow the State to decide what everyone shall do 
and what everyone shall receive. 


Control and Risk 

Another important feature of capitalist control is the association of 
control with risk. Capitalism says, in effect, that “ he who bears the 
risk shall exercise control.” In modern industrial conditions nothing 
is assured. The entrepreneur’s shrewdest forecasts may be upset by 
one or more of a multitude of events over which he has little or no 
control. Strikes may occur, the tastes of consumers may change, an 
international crisis may cause widespread depression, new processes or 
new products may drive his goods from the market, while new taxes or 
tariffs may deprive him of all his anticipated profit. Such risks are the 
price of industrial progress, and two fundamental assumptions of the 
system of free enterprise are ( a ) that better decisions will be made by 
those who have to bear any resultant loss ; and ( b ) that capital for 
speculative enterprises will not be forthcoming unless the owners of 
that capital are allowed a reasonable measure of directive power. 

Nevertheless, many people dispute the claim of the capitalist or 
of the entrepreneur to exercise control of industry because he assumes 
the burden of risk. It is urged that those who bear the main risks of 
modern industry are the multitude of small investors and shareholders 
who delegate control of the enterprises in which they are interested 
almost entirely to paid officials who may bear little of the risk and may 
be highly inefficient. “ Joint-stock companies, by limiting the liability 
of the great majority of capitalists, have weakened their incentive to 
exercise care in the investment of their capital and in the control of the 
business in which it is employed. Having limited stakes in a variety of 
different enterprises, most investors have neither the time, the know¬ 
ledge, nor the opportunity to exercise any personal skill, energy or 
initiative in the conduct of these enterprises, which are left for the 
most part to a salaried management and a directorate whose sanction is 
required for a few major acts of policy. The body of shareholders 
normally exercise no real economic function after their initial act of 
investment has been performed, and the variations in the dividends 
they receive lie outside their effective control. The direct and real 
government of the business world has passed more and more into the 
hands of small groups of persons, financiers, entrepreneurs, managers, 
who wield the vast capital resources of great bodies of almost inert 
investors.” 1 

We cannot, however, regard such contentions as generally conclusive. 
In many companies most of the shares a rein the hands of an inner 


1 J. A. Hobson, Incentives in the Nezv Industrial Order, pages 2.1, 24. 
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ring who control the management and policy ; and in the majority of 
cases the shareholders are induced to delegate their powers by the 
knowledge that the directors are themselves financially interested to a 
substantial degree in the welfare and prosperity of the concern, and 
that they are men who can be relied on to exercise their powers in the 
interests of the general body of shareholders and of their own reputation. 

Socialism’s argument against the entrepreneur’s claim to exercise 
control of industry is that much of the financial (as well as the human) 
risk of modern industry is borne by workers who usually have no share 
in control. It is contended that most workers invest all their personal 
capital (i.e., their strength and skill) in enterprises in the direction of 
which they have no voice ; and that, in the event of the failure of the 
enterprise, it is by no means only the capitalist who is involved in loss; 
the employees also are thrown out of employment and may with their 
families be reduced to destitution. 

Here, again, consideration shows that the foregoing arguments are 
not wholly justified by the facts. The most important element in the 
“ normal ” unemployment problem is the trade cycle ; and the greatest 
risk to which the worker is exposed is that of the resulting general 
depression in business. The causes of these depressions are as yet 
incompletely known ; but they are so deeply rooted in our economic 
organization that it appears beyond the power of employers or even of 
industries to control them. It would seem, therefore, that the workers’ 
participation in the government of industry could render little real 
service in eliminating the hardships that spring from cyclical depressions, 
particularly as these are of international scope. (See Chapter 30.) 


Growth of Class Distinction 

Another feature of capitalism is the widening of the gulf between 
those who give and those who receive orders, between employer and 
employed. The division of labour and joint-stock enterprise—the 
foremost characteristics of modern industrial organization—have both 
tended to accentuate this class distinction. Although productivity has 
in modern times been vastly increased, it has resulted in decreased 
pleasure and interest in work, and society is faced with the increasingly 
vital problem of restoring to the worker some sense of economic 
responsibility in his job without, at the same time, sacrificing industrial 

efficiency. 


Suggested Modifications of the Capitalist System 

These observations should enable us to examine three main theories 
of industrial control, viz.: (1) workers’ control; ( 2 ) consumers 
control ; and (3) joint control ; which are advocated either to supersede 
Capitalism altogether or to modify its government of industry. 
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WORKERS’ CONTROL 

The idea underlying the demand for workers’ control is that the 
direction and conduct of industry shall be vested in the workers 
themselves as producers, and the element most strongly emphasized 
is the claim to status. 

This form of social reconstruction was advocated by the early 
French and English Socialists, and the twenties and thirties of the 
nineteenth century were prolific in schemes for self-governing work¬ 
shops, the object of which was to replace the factory system with 
self-sufficing communes. But practically all the so-called “ productive 
societies ” organized on these lines have been markedly unsuccessful 
and short-lived. 

The majority of these undertakings were initiated by working¬ 
men, but a few of them, originally established by employers as private 
businesses, have been converted into productive societies bv the 
admission of employees to a share in the profit, capital, control, and 
responsibility. Several of the most famous profit-sharing organizations 
on the Continent belong to this class. 

There are serious obstacles to the progress of a productive society 
or association. First, there is the difficulty of obtaining capital and of 
securing markets, but more important still is the problem of manage¬ 
ment. “ The essential difficulty in the way of co-operation in production 
is that it attempts to supersede the business man where he is most 
needed. Its failure is at once a result and a proof of the variety and 
importance of business leadership. Intelligence, imagination, judg¬ 
ment, courage, powers of organization and administration—all the 
qualities needed for success in business management—are possessed in 
the right combination by few individuals .” 1 

In Britain, very few productive societies have remained true to the 
early ideals of the movement. Membership is today by no means 
confined to employees, while a substantial proportion of the capital is 
owned by the retail distributive societies (the chief customers), who 

appoint delegates to the management committees, on some of which the 
employees are not represented at all. 

The main position is clear. Productive co-operation has not 
revolutionized industry and shows no signs of doing so, while it is 

significant that its failure has been mainly on the side of management 
and discipline. 


CONSUMERS’ CONTROL 

The fundamental argument for consumers’ control is that, although 
in the capitalist system all economic activities are directed towards the 


1 F. W. Taussig, Principles of Economics , Vol. II., p. 35S. 
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satisfaction of consumers’ demands, yet in one way or another the 
interests of consumers, particularly of the poorer classes, are ignored 
or minimized or endangered, and consequently require protection. 
The main arguments in favour of consumers’ control are :— 

1. That the consumer may he induced to buy something different 
from what he intended to buy. The exponents of Capitalism maintain 
that, in their economic relations, consumers may safely be relied on 
to pursue their own interests, and that they can be expected to 
obtain full value by playing off one competing producer against 
another. Opponents object that in modern industry the mighty 
resources of capitalist-financed advertisement are directed to induce 
people to buy commodities they would not buy if they relied only 
on rational self-interest, and that the demand of the richer classes 
for certain types of goods so affects prices as to divert the demand of 
the poorer classes into other channels. 

Supporters of advertising maintain that, by making an advertised 
product more widely known and thereby creating an increased 
demand, costs and prices are lowered and that the consumers’ gain 
in decreased nrice or improved product exceeds the advertising cost. 


2. That the supply of certain goods the consumer buys is curtailed 
and that the price is raised by the action of monopolist producers. 
That this grievance may be a real one will be judged from what 
has been said in an earlier chapter about monopoly organizations. 
In many branches of industry and trade, free competition has given 
place to combination and association, which exercise considerable 
control over the output available to consumers and over buying and 
selling prices. Thus, great manufacturing businesses, insurance 
companies, banks, railways and shipping lines have either absorbed 
small businesses or (in order to avoid competition) have induced 
them to enter into agreements to fix prices or rates on a “ fair basis. 

The danger is not necessarily that the trust, kartell, or other 
combine will raise prices above the competitive level, but that the 
monopolist will find it advantageous to sell a smaller quantity of 
goods at a price higher than it would be if output were not restric¬ 
ted, i.e., the monopolist cancels the tendency towards full supply, 
and diminishes the aggregate satisfaction of the consuming public. 


3. That the prices of goods are unduly loaded with payments to 
middlemen. Among consumers there is a widespread suspicion, 
generally exaggerated, that the price paid by society for marketing 
functions is out of proportion to the services rendered by the 
middlemen who discharge such functions. 


4. That , although production follows the indicator of demand , 
many real needs of consumers are left unsatisfied because they cannot 
be expressed in terms of a money offer. Either the consumer may e 
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unaware that he needs a certain good, or he may realize that he 
needs that good and be unable to offer a money price for it. 

Some of these grievances are met by the regulatory powers of the 
the State. The first mentioned above is to some extent remedied by 
the Food and Drug Acts, the second by a variety of devices, the chief 
of which are the prohibition of certain “ unfair methods of com¬ 
petition ” and the undertaking by the State of certain powers of 
investigation. There is almost no limit to the State's powers of negative 
control, and the tendency is for such control to increase continually. 

There are three main schemes which, in one way or another, 
involve handing over the direction of industry', either wholly or 
partially, to representatives of the consuming public, viz. : (a) con¬ 
sumers’ co-operation ; ( b ) collectivism, i.e., nationalization or muni¬ 
cipalization ; and (c) communism. 

Consumers* Co-operation 

The essential of this method of economic organization is that 
consumers combine to acquire and manage industry' or business on their 
own behalf. The rapid and amazing success of the movement in 
Britain contrasts stiikingly with the limited achievements of associations 
of producers. 

1. The Co-operative Store. —The unit is the local co-operative 
society, the members of which are the customers and the owners of 
their local retail shop or shops. Membership is open to anyone who 
takes one or more shares, and carries with it the right to one vote 
per person in the election of members of the committee of manage¬ 
ment and on other matters which may be submitted to any general 
meeting. 

The manager of the shop is a full-time salaried official responsible 
to the committee of management, which usually consists of members 
of the society, who give only a fraction of their time to the work, 
and are remunerated by small fees. In some large societies, e.g., the 
London and Leeds Co-operative Societies, the executives are 
full-time paid servants. 

The capital of a local co-operative society is raised from its 
members and earns a fixed rate of interest. The retail prices 
charged are usually at or below those ruling in the neighbourhood, 
and what in an ordinary business would be called “ profits ” are 
devoted partly to the extension of the operations of the society, 
partly to various social and educational objects, and partly to the 
payment of a dividend on the purchases of each member. This 
dividend, in many cases, is re-invested in the business, and much 
of the steadily increasing share capital of the societies has been 
accumulated in this way. 
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2. The Wholesale Societies. —Consumers’ co-operation does 
not stop at retail trading. The local societies have achieved inde¬ 
pendence of the capitalist wholesaler by subscribing to form central 
wholesale producing and trading societies which are controlled by 
quarterly meetings of delegates of the local societies and are owned 
and managed on the same general principles as the local societies. 

The Co-operative Wholesale Society, in addition to producing in 
its own factories a vast variety of food and other household goods, owns 
ships, farms and tea plantations, and transacts banking and insurance 
business on a considerable scale. It is said that the goods sold by the 
retail societies reach more than one-third of the families of the country, 
while new societies and new shops dealing in a very wide range of 
consumers’ goods continue to increase in number. Thus, a considerable 
part of the retail business of Great Britain is under the democratic 
control of the consumer, and, while a large body of consumers benefit 
from reduced prices, bonuses and dividends on purchases, many small 
shopkeepers suffer from the competition of the chain shops and may . 
have to give up business. 

In other countries also, e.g., France, Ireland and Scandinavia, 
co-operative trading, especially in agriculture, has made remarkable 
progress, and with the rapid extension of the principle to insurance and 
banking, many enthusiastic co-operators set no limits to future 
developments. 

A Real Democracy ? 

The management of each of the English and Scottish Wholesale 
Societies is vested in a general committee (consisting of thirty-two 
members in England and twelve in Scotland) all of whom now receive 
salaries and give their whole time to the work, and it is justly claimed 
that these two committees, directing in unison, and sometimes in 
partnership, business enterprises with an aggregate annual turnover of 
several hundred millions sterling, are proof of the ability of the workers 
to undertake some form of industrial self-government. Yet the 
movement has been subjected to a considerable amount of criticism 
from the point of view both of industrial democracy and of efficiency. 

On the first count, criticism is directed towards those defects that 
are inevitably associated with large organizations wherein the con¬ 
sumers’ interests are paramount. Though in the local societies an 
effective contact is maintained between management and consumers, 
in the wider business operations of the wholesale societies the electoral 
machinery works with greater difficulty and only a small proportion of 
the co-operative membership takes any intelligent part in the higher 
control of policy. 

As a result, the movement “ has some of the weaknesses of an 
honest but somewhat impervious bureaucracy—secretiveness, a dislike 
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of publicity, an impatience of criticism, and, it is commonly alleged, 
a certain amount of favouritism in appointments and promotions. 1 
The complicated administration is wrapped in obscurity and the 
directors habitually regard themselves as personally deciding the policy 
of the business. Though they cannot ignore entirely any definite 
decision of the delegate meetings to which they present their reports, 
they claim that the right to decide upon executive issues must be 
vested in themselves, to the exclusion of the affiliated local societies 

which collectively own the concern. 

From the point of view of the democratic control of industry, 
perhaps the most serious criticism of the movement concerns its 
relations with its employees. Here we see very clearly the conflict 
between two rival theories of industrial government. Shall final 
control be vested in the workers engaged in the production of the 
commodities and services which the movement supplies, or shall 
control be placed in the hands of the army of consumers for whose 
interest the organization exists ? In practice, consumers’ co-operation 
adopts the latter alternative, and its direction differs little from that of 
a capitalist concern. While Trade Unionism is recognized and works 
committees have been established in a few cases, the general rule is 
that workpeople have no share in the management. The conception of 
industrial democracy embodied in the co-operative movement is that 
the final voice shall rest, not with the relatively few' producer-employees, 
but with the many millions of consumer-members. 

Although there are the inevitable drawbacks of any form of com¬ 
mittee management (e.g., slowness of executive action), the directorate 
of the two wholesale societies, with its elaborate system of sub-com¬ 
mittees, regular tours of inspection and reports, is generally admitted 
to be efficient. 

Limitations of the Co-operative Movement 

There are three main types of industrial enterprise in which it seems 
unlikely that the co-operative principle could be successfully applied :— 

1. Those in which there is a large element of speculation. 
Co-operative enterprise is not likely to be extended to speculative 
undertakings because capital for risky businesses will scarcely be 
forthcoming in sufficient quantities if its owners have to be content 
with a fixed rate of interest and little voice in the management. 
They will require a return commensurate with the risk of loss, and 
rights similar to those of shareholders in ordinary joint-stock 
companies. 

2. Those involving the production of finer and more individual 
commodities , in which high qualities of skill and adaptation are called 


1 Beatrice and Sidney Webb, The Consumers' Co-operative Movement, p. 126. 
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for. One of the objections to the co-operative store, even among 
the working classes, is that there is a tendency to economize by 
eschewing variety and novelty and by concentrating on standard 
goods. 

3. Those industries which demand highly centralized production 
but wherein the purchases are scattered over wide areas. Where such 
conditions exist and where demand is irregular, as in the engineering 
and cotton industries, voluntary associations of purchasers do not 
seem adapted as units for industrial control. 

Collectivism—Nationalization and Municipalization 

The essence of Collectivism is that it entails the ownership and 
management of a business by an association of consumers in the region 
(either the State or the municipality), at the same time retaining the 
ordinary mechanism of exchange between producers and consumers. The 
expedients of price and of marketing are not abandoned, but private 
enterprise is replaced by the public ownership and exploitation of the 
means of production. 

The type of industry in which it is generally recognized that the 
consumers’ interests require protection is that which tends to be 
subject to monopolist control. Public utility services, railways, postal 
and telegraph services, all belong to this class ; competition in such 
cases is either technically undesirable or impossible. Obviously, 
therefore, some intervention by the State is inevitable, and there is an 
increasing tendency in these cases for private enterprise to be superseded 
altogether by public ownership and control. 

There are further powerful arguments in favour of the application 
of the collectivist principle to other industries—arguments which are 
based primarily on the waste and reckless exploitation of national 
resources associated with private ownership, or on moral considerations, 
as in the demand for “ disinterested management ” in the drink trade. 
But the crux of the nationalization problem lies in the question of 
efficient management. On the one hand, it is urged that the nationaliz¬ 
ation of the industry will increase production by enlisting the hearty 
co-operation of the workers and by abolishing various forms of waste , 
on the other hand, stress is laid upon the dangers of bureaucracy, 
incompetence, formalism and corruption not infrequently entailed in 

public enterprise. 

Difficulties of Collectivism 

Whether the one view or the other is justified is a highly contro¬ 
versial question, but experience shows that in democratic States, at any 
rate, those who favour a great and permanent extension of pu ic 
enterprise, i.e., widespread nationalization, must be prepared to race 
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serious opposition founded on important practical and theoretical 
objections. 

First, it is argued that the slow-moving, bureaucratic and usually 
inflexible machinery of Government control is not suitable for the 
conduct of competitive business. 

Secondly, those who control public enterprise are inevitably con¬ 
strained to pursue a more timid and unenterprising policy than the 
private trader or even the directors of a joint-stock company. The 
initiative, resourcefulness, and adaptability of private enterprise are 
absent chiefly because the public administrator has not the incentive 
which exists in the possibility of making high profits, and because (at 
any rate on these large issues) he is sensitive to the criticism of the 
taxpayer and voter. For those reasons, Collectivism is not well adapted 
to industries that call for rapid decisions and bold changes of policy, 
factors of great importance in an industry largely dependent on inter¬ 
national markets, as, for example, in the British automobile engineering 
industry. 

A third difficulty of Collectivism is that the most suitable unit for 
political government is often not the most suitable unit of industrial 
control. For example, in the case of the supply of electricity, it was 
found that the municipality was too small a unit. This drawback was 
overcome by the establishment of the Central Electricity Board (now 
the British Electricity Authority), and the substitution of regional for 
municipal units of production. 

British nationalization schemes contain devices designed to obviate 
some of the difficulties associated with ordinary Collectivism. Thus, 
in the nationalization of British coal, air transport, and other industries, 
it is hoped to avoid the dangers of political manipulation and bureau¬ 
cratic inefficiency by placing the control of each industry in a State- 
nominated but autonomous Board or Corporation, assisted by ancillary 
organizations of an advisory nature. The National Coal Board, 
functioning in conjunction with eight Regional Coal Boards, has the 
advice of an Industrial Coal Consumers’ Council and a Domestic Coal 
Consumers’ Council. The two corporations operating in air transport 
(British Overseas Airways and British European Airways) are assisted 
by the Air Transport Advisory Council, which has advisory powers 
relating to such matters as facilities, rates and development. 

Whilst each national Board or Corporation has freedom to carry on 
the day-to-day operation of the industry concerned, it has to submit 
regular reports ':o the appropriate Minister (for example, to the 
Minister of Fue* and Power or the Minister of Civil Aviation) and its 
annual report to him has to be submitted to Parliament. Attention has 
not been given exclusively to safeguarding the interests of consumers : 
in dealing with labour, wide provision has been made for the establish¬ 
ment or maintenance of machinery for settlement, by negotiation, of 
terms and conditions of work, safety, health and welfare. 

L 
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Whatever administrative device is adopted, however, the great issue 
involved in public enterprise still remains. Once the principle of 
private enterprise is abandoned, the State must inevitably face the 
difficult task of regulating the flow of the productive resources of the 
community among its different industries, and of acting as arbitrator 
in regard to the conflicting claims of such industries. 


Socialism and Communism 

Socialism and Communism both involve the public ownership of 
the means of production (i.e., land and capital equipment of all sorts), 
the overall planning of economic activity and the abolition of profit¬ 
making by private entrepreneurs. Private property is permissible but 
not in such forms as a factory or a mine, that enable the owner to 
employ the labour of others for the purpose of profit. 

Even in countries with Socialist governments, the stage which 
Socialism has reached varies. In the Soviet Union, where Socialism 
has reached a very advanced state, it is permissible to own private 
property such as clothes, furniture and similar personal possessions. 
It is even possible to own State bonds and houses (but not for renting 
to others). But it is not possible to own a factory, for this would involve 
private profit-making and independent production. A society can be 
said to be Socialist when the productive system in general is consciously 
controlled with the aim of satisfying what the authorities consider to 
be the needs of the community, as opposed to the aim of profit. 

The difference between Socialism and Communism is a very 
academic matter, to be considered by the political theorist. According 
to Soviet writers, wages under Socialism vary according to the value 
of the work done, so that skilled workers receive higher wages than 
unskilled workers. But these writers look forward to a stage when wages 
will depend, not on the contribution of the worker, but on his needs as 
a member of Society. In their view, Socialism will so increase the 
volume of production that there will be no need to fix rewards to labour. 
Instead, each worker will take from the pool of production that which 
he needs for his enjoyment, and there will be enough for all. Socialism 
will at this stage give way to Communism, a state of society whose 
feature is : “ From each according to his ability, to each according to 
his needs.” 

Outside Soviet Russia and her satellites, the communal ownership 
of industry is confined to two sets of conditions :— 

1. Where the public authority provides a service for which it is 
impossible to exact a specific payment in proportion to the benefit 
derived by each individual . Perhaps the best illustration is the 
provision by the State of defence. It is clear that if industry is to 
be successfully carried on individuals must be provided with a 
substantial measure of security. At the same time, it is equally 
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clear that no satisfactory means of defence could be provided by 
individuals themselves. Hence, in the modern State, certain 
members of the community are withdrawn from ordinary 
“ productive ” occupations and their services are applied in the 
special tasks of defence. As it is impossible to determine how much 
benefit each individual member of the community derives from 
such services, the only alternative is to meet the cost out of general 

revenue. 

2. Where people are either unwilling or unable to offer for certain 
commodities and services a price which measures their real need for the 
commodity or service. Since private industry is organized on a 
profit-making basis, a real need that cannot profitably be met may be 
left unsatisfied, with a resultant loss of economic welfare. Hence, 
the State has assumed the responsibility of providing or assisting 
in the provision of a great number of services which were formerly 
left to private enterprise ; for example, education, sanitation, and 

the care of the sick and the poor. 

The case for at least a partial application of communal ownership 
is very strong, but there are a number of objections to the system. 
First, there are the same general objections as to Collectivism. Secondly, 
there is the defect that the high taxation required to maintain communal 
services discourages private enterprise in other spheres. I hirdly, 
a communal undertaking cannot be successful unless it is comprehensive 
and has a large measure of monopoly power. 


JOINT CONTROL 

• • 

There is little doubt that most employers today believe in the 
restriction of the functions of the trade union to the exercise of those 
“ negative ” powers of regulation that it already possesses. They 
insist that the average workman has no desire to take any active part in 
the government of industry, and will be well satisfied with short hours 
and high wages. 

At first sight this conception of industrial relationships appears to 
be plausible enough, but it leaves certain essential factors out of account. 
In the first place, experience shows that great strength without re¬ 
sponsibility is liable to be abused. Today, the regulative powers of 
trade unions are very extensive indeed. By the threat of the strike the 
workers attempt to ensure that they shall not be obliged to work under 
conditions which they deem unfavourable or unfair, or with workmates 
whose principles do not accord with their own. They have also in many 
cases been able to insist on the observance of certain rules as to hiring, 
apprenticeship, demarcation, dismissal and the like. With a few 
exceptions, however, they have always been in the position of “an 
Opposition that never becomes a Government,” with the result that 
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there has been an inevitable tendency to use their powers in reckless 
fashion. 

It seems reasonable, therefore, to assume that, if the workers can 
be associated in some way with the actual conduct of affairs, their 
powers are likely to be more cautiously employed and, furthermore, 
that much effort which is now spent in combating the decisions of 
employers may be saved if the workers are allowed to have a voice in 
making the decision in the first instance. 

Secondly, the modern labour problem cannot be summed up in 
terms of remuneration. It goes far deeper than mere differences over 
wages and hours. Even if the desire to take an active part in industrial 
government is confined to a small minority, there is no doubt that the 
desire for status and for the right to appoint representatives with some 
powers of control is much more widely distributed. 

Assuming, therefore, that it is accepted that the essentials of the 
existing system must be preserved, there would appear to be material 
advantages in the institution of some measure of joint control, whereby 
the workers would join employers in the conduct of industry. Hope 
that such advantage would accrue was responsible for the appointment 
in 1917 of the famous Whitley Committee. In its Report the Committee 
advocated a tripartite scheme, involving the establishment in each 
industry of a Joint Council of employers and of employed representing 
the industry as a whole, and the linking up of the Joint Councils with 
Joint Works Committees by a series of District Councils. 


Joint Industrial Councils—Whitley Councils 

The actual constitution and procedure of the Councils are left to 
themselves, but the universal rule is that employers and workers have 
equal numbers of representatives, that each side appoints a chairman 
and secretary, and that there must be a majority on each side for any 
decision. In many cases, each side meets separately before the joint 
meeting, and usually, though not invariably, the chairman of the 

employers' side acts as chairman of the full meeting. 

The questions within the purview of a Whitley Council were 
summarized by the Whitley Committee in its Interim Report as 

follows :— 

1. The better use of the practical knowledge and experience 
of the workpeople. 

2. Means for securing to the workpeople a greater share in and 
responsibility for the determination and observance of the conditions 
under which their work is carried on. 

3. The settlement of the general principles governing the 
conditions of employment, including the methods of fixing, paying 
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and re-adjusting wages, having regard to the need for securing to 
the workpeople a share in the increased prosperity of the industry. 

4. The establishment of regular methods of negotiation over 
issues arising between employers and workpeople, with a view both 
to the prevention of differences and to their better adjustment when 
they appear. 

5. Means of ensuring to the workpeople the greatest possible 
security of earnings and employment without undue restriction 
upon change of occupation or employer. 

6. Methods of fixing and adjusting earnings, piece-work 
prices, etc., and of dealing with the many difficulties that arise 
with regard to the method and amount of payment, apart from the 
fixing of general standard rates already covered by paragraph 3. 

7. Technical education and training. 

8. Industrial research and the full use of its results. 

0. The provision of facilities for the full consideration and use 
of inventions and improvements designed by the workpeople, and 
for the adequate safeguarding of the rights of the designers of such 
improvements. 

10. Improvements of processes, machinery and organization, 
and appropriate questions relating to management and the examina¬ 
tion of industrial experiments, with special reference to co-operation 
in carrying new ideas into effect and full consideration of the 
workpeople’s point of view in relation to them. 

11. Proposed legislation affecting the industry. 

The activities of the Councils have been concerned, for the most 
part, with wage negotiations. Apart from these, consideration has been 
given to other matters such as organization, education, apprenticeship, 
industrial research and Government relations. A number of valuable 
reports have been prepared, but it cannot be said that the Joint 
Industrial Council movement represents any effective measure of 
control of industry by the workers. In fact, the Whitley Council has 
not introduced any striking advance on the older machinery but it has 
certainly encouraged and extended some desirable features of an 
ordinary negotiating body. In the first place, it has brought together 
for joint action assemblies covering similar classes of labour or classes 
of labour common to the industry. The second great advance lies in 
the fact that the Councils are standing Councils, and are not, as are 
Conciliation Boards, isolated pieces of machinery set up for one specific 
purpose, and called together only when a dispute actually arises. 
A process of more or less continuous bargaining is secured, with the 
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great benefits of eliminating vexatious delays and securing a more 
ready response to changes of opinion. 

Works Committees 

Probably the most important feature of the Whitley Scheme is its 
provision for the establishment of Works Committees, since the 
“ control ” demand is more closely related to the workshop than to 
industry as a whole. Several hundred Works Committees are in actual 
operation. The constitution and procedure of these Committees are 
naturally subject to great variations. Some are joint committees con¬ 
sisting of representatives of the management and the workers ; others 
consist of workers only, with opportunities of ready access to the 
management. Again, some have regular meetings at intervals of a week, 
a fortnight, or a month ; others meet only when occasion arises. 

The functions of these Committees are obviously of great importance 
from the point of view of the joint control of industry, but there is 
considerable variation owing to the different types of Works Committees 
in existence. The functions of a Works Committee are in almost every 
case purely consultative. Usually such a committee can bring matters 
to the notice of the management, discuss them with the management 
and press its own views on the management. In the last resort it may 
induce the trade union to call a strike, but, as a rule, it cannot ensure 
that its view shall be carried into action by any direct machinery. 
Under the existing system the executive power is vested in the 
management. 

The range of functions the Committees undertake is necessarily 
indefinite, but there has been very little devolution of what are ordinarily 
regarded as “ managerial functions.” In the important matters of 
discipline, technique, commercial and financial policy, the “ right to 
sack,” and the choice of foremen, the workers’ control remains almost 
entirely negative, and the Committees are concerned merely with 
questions of welfare, general working conditions, pension schemes and 

bonus payments. . 

In the majority of cases the great service Works Committees have 

rendered is that they have tended to produce greater harmony, and, 
in consequence, greater efficiency of production. They afford, too, an | 
opportunity for the workers to get an insight into the difficult problems 
with which management is faced, and tend to develop a greater sense 

of responsibility. „ , . . r 

Perhaps the greatest obstacle in the way of the democratization ot 

industry is the fear that it will inevitably lead to inefficiency. Wh * tev 5 ^ 
may be the shortcomings of the existing system there can be ™ d ° uD J 
that it has enabled a growing population to enjoy a rising standard ot 

living. 


THE MECHANISM OF EXCHANGE 


CHAPTER 23 

FROM BARTER TO MONEY 

At an early stage in evolution man must have found it to his advantage 
to exchange some product, of which he possessed more than sufficient, 
for another product which his neighbour had in excess. The hunter 
could not have been long in discovering the benefit of offering some of 
his surplus meat for the surplus milk or wool of the flock-tender, or 
the fisherman in seeking to exchange some of his fish for the skins or 
flesh of the hunter. 

This direct exchange of one commodity for another is termed barter , 
and it exists even today among the savage peoples of the world. 
Barter necessarily involves the direct satisfaction of both parties to the 
bargain ; it requires that one man must need what the other has to 
give, and that he shall give what the other happens to want. The hunter 
may wish to exchange furs for goat’s milk, but the herdsman with 
goat’s milk to spare may want fruit and not furs,. The exchange of 
services is even more difficult than the exchange of goods, and it is 
easy to understand why, in any organized community, the time and 
trouble involved in thus seeking for a double coincidence of wants and of 
possessions make barter quite impracticable. 

Barter is impossible under any but primitive conditions because it 

provides no standard of measurement, no means of estimating the 

relative values of two commodities, and no method of exchanging goods 

unless one thing can immediately be transferred and another 

immediately accepted. Even under primitive conditions barter may be 

impossible if a man’s possessions cannot be subdivided without loss : 

if his wealth consists of cows only, for example, it is well-nigh impossible 

for him to obtain possession of an article of small value by direct 

exchange. Thus at a very early period men were obliged to fix upon 

some intermediate commodity which would always be accepted in 

exchange for goods and services, and which would form a basis for the 

measurement and comparison of the values of other commodities and 
services. 

The nature of the article thus chosen did not matter, so long as it 
was familiar, easily recognizable, and generally acceptable. So, in 
different parts of the world, articles in great variety have been used as 
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media of exchange, i.e., money , e.g., oxen in ancient Greece, cowrie 
shells on the African coast, bricks of tea in Tibet, and rice in Japan. 
Clearly such media have many disadvantages : some are bulky, 
indivisible and inconvenient ; others are perishable and unsuitable as 
a means of holding wealth. But, once adopted and recognized as a 
medium of exchange, each has the advantage that its possessor can at 
any time transfer it to others in exchange for commodities or services. 
These commodities make possible the replacement of the inconvenient 
and unsatisfactory system of barter by the more convenient method of 
purchase and sale. 

Apart from the question of inconvenience in handling, the chief 
objection to the use of the commodities mentioned lay in the fact that 
they had little permanent or stable material value in themselves. 
Oxen grow old and die ; rice and tea perish. Their value therefore 
declines and ultimately disappears ; they function as money only for 
a limited period. Some more durable, more compact commodity was 
required, which possessed a reasonably stable value. Therefore, from 
very early times men adopted for exchange purposes the precious 
metals—gold and silver—which came into use as money in all civilized 
communities. 

These metals, because of their lustre and scarcity, have always 
been attractive to man as a means of ornament, and their universal 
acceptability for these purposes naturally led to their being offered 
and taken in exchange for other articles, and to their being* regarded 
eventually as a store of value—a mode of preserving wealth for future 
enjoyment. They possess all the qualities that earlier forms of money 
lacked—namely, durability, divisibility, homogeneity and stability of 
value. (See page 324.) 


Definition of Money 

Originally, therefore, money is a commodity chosen by common 
consent to be a measure of value and a means of exchange between all 
other commodities. The commodity used as money must be universally 
accepted within the community in exchange for goods and services, 
and must be received without demur in final settlement of obligations. 
Although money may exist in countless forms, the idea underlying all 
of them is that they can be used, either now or in the future, to 
command in exchange the labour or the product of the labour of others. 
Money is a kind of claim upon all other members of the community , 
a sort of order or promise to deliver which can be enforced wheneve 
the owner pleases. It is a means to an end, held temporarily, not to 
its own sake, hut as a means of obtaining other articles or of com¬ 
manding the services of others. Money enables the consumer 
generalize his purchasing power, and to make his claims on society 
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the time and in the form which suit him best. It eliminates the waste 
and inconvenience which would attend payments in kind, and ensures 
that anyone with the means of enjoyment may obtain actual enjoyment 
with the minimum of trouble and delay. 

The use of money is an important aspect of the division of labour. 
Without it, production on a large scale would be impossible, for 
producers could spare neither the time nor the energy required to make 
payments in kind for labour and capital, and to barter their goods for 
the products of others. But for the existence and development of the 
money economv, man as producer could not minister to the increasingly 
varied and extending wants of man as consumer. Finally, the use ol 
money facilitates the transfer of capital by the making ol loans and 
payments of all kinds, and it has made possible that extension and 
efficiency of the credit system which have contributed so materially to 
the progress of mankind. 

Strictly speaking, the definition of money which we have given is 
the definition of standard money , i.e., the commodity, usually gold, 
which is used as a standard of value and unit of account. More 
frequently, however, the term “ money ” is applied in a less restricted 
sense to mean anything which is widely used and accepted as a means of 
exchange. In this sense a thing is regarded as money if it acts merely 
as a medium of exchange, and even though it cannot function as a 
standard of value, provided that it is expressed in terms of the standard. 
Thus, notes, cheques and bills of exchange are regarded as money so 
long as they pass in payment for goods or in discharge of debts. 
“ Money is as money does,” and all such media are effective money so 
long as they facilitate exchange and are actually doing the work of 
money. 

The principal essential to their acceptance in this way (excludingfor 
the moment any question of credit) is that their amount should be 
a multiple or sub-multiple of the unit of account, i.e., the unit regarded 
as a measure or standard of the value of things in general. We must 
remember, however, that such circulating media, being merely pieces 
of paper, cannot function as a standard or store of value except in so 
far as they represent the standard of value. If there is any doubt as to 
the value for which they stand, they cease to be acceptable and cease to 
function as money. Hence, if we adhere to our conception of money 
as something which operates both as a medium of exchange and a 
standard of value, then we may reasonably regard bills, cheques, notes 
and any other instruments of exchange as representative money , i.e., as 
convenient substitutes for the standard of value. In the following 
pages, however, it will make for clearness if we understand the term 
“ money ” to include both standard money and the various media of 
exchange which are used in the modern community as substitutes for 
the standard. 
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Having thus arrived at an understanding of the meaning of the 
term “ money,” we may safely apply our definition to one or two 
special cases with a view to clarifying still further our ideas. We may 
add to the utility of our test cases by bearing in mind that anything 
which serves the community as money has an effect on the general level 
of prices because, as is more fully explained in the next chapter, it adds 
to the supply of money which is available to do the money work. Let us 
consider first the Bank of England note. Such a note is certainly money 
because it is generally accepted for exchange purposes and is expressed 
in terms of the unit of account. It makes no difference whether that 
note is backed pound for pound, by goH, or that it forms part of the 
Bank’s fiduciary issue, or, indeed, that it forms part of an emergency 
issue in excess of the fiduciary maximum, provided—and this is an 
important proviso—that the notes continue to be acceptable as a 
convenient representative of the standard of value. 

What then can we say of the gold bullion held by a bank against 
its notes ? As it is not available as purchasing power (disregarding the 
question of the conversion of notes), such gold cannot be regarded as 
money. As long as the gold serves as a backing for the note issue, it is 
immobilized. The notes issued against it are money ; they represent 
the bullion held in reserve. To regard the bullion backing also as 
money would be to count the same thing twice. 

Again, can we regard as money the sums lying to the credit of bank 
depositors ? By some writers these sums are included in the total of 
money available in the community. In so far as such deposits are turned 
into cheques, this is no doubt true, but we know that only a small 
part of the total deposits in the hands of the banks circulates in this 
way at any particular time. Hence, only that proportion of the deposits 
actually in use can be strictly regarded as performing the money work. 
Bank deposits, like unmined gold or gold bullion, can have no effect 
on prices unless and until they become available in the form which the 
community will accept, i.e., until they are utilized in the form of 
cheques or other credit instruments. Then and then only do they 
become factors in the effective quantity of money. 


Currency 

The term currency is applied to money which is issued by or under 
the authority of the State, and which is regarded as the current 
medium of exchange by virtue of the Government authority behind it. 

All forms of legal tender (see below) are currency. 

As bills of exchange and cheques are forms of money, it will De 
clear that not all money is currency, although all currency is money 
except in abnormal circumstances. It may happen, for instance, mat 
the people of a country lose faith in their Government s financial 
stability to such an extent that they refuse payment in the home 
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currency, and may stipulate for payment in the currency of some other 
country whose stability is unquestioned. As the essential attribute of 
money is acceptability , the home currency, although issued by the State, 
cannot be regarded as money when it ceases to be acceptable. 


Legal Tender and Token Money 

Among the many forms of money and representative money which 
exist in a community, there are some which a creditor need not 
necessarily accept in full settlement from his debtor. For example, 
there is no obligation on a creditor in this country to accept a cheque 
or bill of exchange or a promissory note. In fact, many people will not 
take such instruments. A cheque rarely circulates except between 
people w r ho are known to one another and can be relied upon not to 
pass a worthless instrument. Bills have a wider and more general 
circulation than cheques, but neither of these circulates to the same 
extent as notes issued by the Government or central bank. 

To facilitate exchange and obviate difficulty, it is usual for the State 
to establish one or more forms of money as unlimited legal tender , i.e., 
that which must be accepted by a creditor up to any amount when offered 
in final discharge of debt or in full payment for commodities. The refusal 
of a creditor to accept a payment in legal tender places him at a 
disadvantage at law. 

For small payments (for which coins made of precious metal would 
be too small and too expensive to produce or for w'hich notes of small 
denomination would be inconvenient), most countries issue coins of 
small denomination made of cheap metal (e.g., bronze or nickel or silver 
alloy). These are known as tokens or token coins , because their face value 
is greater than the value of the material of which they are made. They 
can be maintained in circulation because (a) only sufficient are issued to 
satisfy the requirements of the community for making small payments ; 
(b) they are more valuable as coins than as bullion ; and (c) they are 
made limited legal tender , i.e., legal tender only for payments up to 
a legally fixed small amount, e.g., bronze coins up to Is. only in Britain. 
As a rule, the State makes a profit on the issue of token coins because 
the value of the material used is not as great as the face value of the coins 
manufactured therefrom. 


The Functions of Money 

The commodity used as money must be capable of acting as :— 

1. A Medium of Exchange. —The fundamental function is that 
the commodity used as money shall be freely accepted in exchange 
for all other commodities or services. Its possession must enable 
its owner to obtain satisfaction of his own wants without difficulty. 
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The intervention of money does away with the inconvenience of 
barter. 

This function can be efficiently discharged by any form of money, but 
the thing which serves as the standard of value must also perform three 
other functions if it is to serve the community in all respects. 

2. A Measure of Value. —The value of commodities exchanged 
must be capable of measurement by reference to a unit of the 
standard commodity. The measurement of their value in this way 
facilitates their exchange. 

3. A Store of Value. —The value of money should not 
deteriorate with time. The owner of money should be able to hold 
it indefinitely and exchange it at any time without loss. 

4. A Standard of Deferred Payments. —Persons who arrange 
now to receive payment at a future date must be assured that the 
value they will receive in the future will correspond to what they 
could demand now. A lender who advances money now must be 
assured that, on the agreed date of repayment, the money he receives 
will exchange for approximately the same quantity of other com¬ 
modities as it would on the date of the loan. Some commodity must 
be chosen the value of which is reasonably steady over many years, 
and the supply of which, while being adjustable to the demand for 
money, is not subject to violent changes. The relationship between 
individuals and between communities must be equitably and 
reasonably maintained ; debtors must not gain at the expense of 
creditors, nor creditors at the expense of debtors. This can be 
achieved only if the basis of the credit transactions is of reasonably 

stable purchasing power. 


The Properties or Qualities of a Good Money Material 

1. Portability or Ease of Transport.— A satisfactory money 
must be of high value for its bulk, and be capable of bein ? ^ned 
from place to place without inconvenience, expense or difficulty* 
This characteristic permits the commodity to be easily safe¬ 
guarded and hidden when necessary, and also t0 . fl ° w eaS1 ^ 
from one place to another as to prevent any appreciable difference 

arising between its values in any two places. 

The precious metals, possessing high value for small bulk, are 
very satisfactory' in this respect, gold being naturally much more 
so than silver. But the attribute of portability so far as metal 
currency is concerned becomes of less importance with the extensio 
of the credit system and the widespread use of paper currency. 
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2. General Acceptability. —The material must be such that 
anyone will take it without hesitation in exchange for goods or 
services. 

The precious metals are always acceptable ; apart from their 
monetary* use, they have many alternative uses, c.g., for ornament, 
and consequently their possession is generally desired. 

3. Durability. —The material must not deteriorate in itself, 
or as a result of wear and tear. This characteristic is essential if the 
money is to last for any reasonable period and if it is to be capable 
of transport over long distances without deterioration. Durability 
is essential also if stability ot value (see below, Quality h) is to be 
maintained. 

Gold coins may last for many years without great deterioration ; 
it has been estimated that a sovereign would take 8000 years to wear 
out completely. Silver coins are tar less durable, but can be made 
very hard-wearing by alloying them with a small percentage of 
hard metal (e.g., nickel). 

4. Homogeneity, Divisibility and Malleability. —All coins 
of the same metal must be as nearly as possible of the same quality 
throughout : clearly one coin must not be superior to another. 
Further, they must be capable of division without difficulty, so that 
all pieces, of whatever value, are of uniform quality and of value as 
material in proportion to their weight. 'They must also be capable 
of being easily re-united without loss. 

Precious stones have many of the qualities of good money 
material, but they are incapable of division without loss, are by no 
means homogeneous, and cannot of course be stamped or moulded. 
On the other hand, the mechanical properties of the precious metals 
are excellent : they are capable of easy division ; their standard of 
purity can be fixed and maintained with remarkable accuracy, while 
their great malleability permits of their being easily stamped and 
impressed with intricate designs. 

5. Cognizability. —The material of which money is made must 
be instantly recognizable and distinguishable from all other materials 
whether by the eye, the ear or the touch. This is essential if 
counterfeiting is to be made difficult. 

Gold and silver are at once recognized by their distinctive 
colour, metallic ring and heavy weight for small bulk. 

6. Stability of Value. —Commodities which are subject to 
violent changes in supply and demand are useless as money. It is no 
less disadvantageous to have a fluctuating standard of value than it 
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is to have a changing unit of weight or of measurement. The value 
of a material which is used to measure the value of other materials 
must be stable. Instability is the root of unacceptability. 


COINS AND COINAGE 

At the time of writing , gold coins are not in circulation 
in any country and are not likely to he in the foreseeable 
future. In the following section , therefore , any references 
to gold coinage are mainly of historical interest. 

Early metallic media of exchange consisted simply of rough pieces 
of the chosen metal, which had to be weighed and assayed each time 
an exchange was effected. This system persists even today in China 
where in some districts the sycee or “ shoe ” of silver, a variable weight 
of the metal, is used for purposes of exchange. 

The disadvantages of such arrangements led eventually to the 
adoption of shaped pieces of the metal, upon which the weight and 
fineness had already been certified by a mark or stamp. The Chinese 
sycee is nowadays marked with the “ chop ” or stamp of the native 
bullion dealer, in token of its purity and weight. Money in this form 
possesses the advantage that its value is at once ascertainable, and that 

it can be counted. 

The next step marks the advent of the coin, a piece of metal shaped 
and stamped with a die in such a way that it cannot be chipped or 
abraded without detection and that it is readily recognizable and of 
uniform appearance. Under modem conditions the edges of the coin 
are milled , and an intricate design is impressed on its surface as a 
protection against fraudulent use and as a guarantee by the State of the 
genuineness of the coin. 


Remedy Allowance and Fineness 

The coining or minting of metallic money is usually a rigidly 
protected monopoly of the State, the operation being earned out by 
the State Mints. The actual weight of each type of coin and the degree 
of purity required are prescribed by law, and must be maintained by 
the Mint subject to certain specified “ remedy allowances, within t _ 
narrow limits of which the coins may vary in weight and in fineness^ 
Fineness is the proportion of pure metal to alloy in the coins \ , 
British sovereign, when coined, is required by law to be eleven-twe fths 
fine, i.e., to consist of eleven parts of pure gold and one part ot alloy, 
the latter being inserted in order to harden the money material and t 

improve its wearing qualities. 
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Gratuitous and Free Coinage 

The coinage of token currency is invariably undertaken by the 
State at its own convenience and on its own account, any resulting 
profit (or loss) being borne by the Exchequer. The arrangements under 
which standard metal may be coined vary considerably, however. If the 
standard metal is converted into coins free of all charge for minting, 
the coinage is said to be gratuitous ; whilst if anyone may have any 
amount of the metal accepted by the Mint for conversion into coin, 
without any restrictions, the coinage is said to be free. 

Mintage and Seigneurage 

The coinage of standard metal when undertaken is usually gratuitous, 
though not necessarily free, but this has not been always the case. 
Where a charge is made to cover the actual cost of converting bullion 
into standard coins, the charge is known as mintage or brassage and is 
to be distinguished from seigniorage or seigneurage , which is an 
additional charge made for coining, over and above the expense of 
minting. 

Seigniorage may be taken in one of two ways : ( a ) a proportion of 
a baser metal may be inserted in the coins instead of the precious metal ; 
or (b) the coins may contain the full weight of precious metal, but a 
direct charge beyond the expense of minting may be exacted from the 
person leaving the bullion for coinage. 

A seigniorage charge acts as a deterrent against the melting down 
of coin for export as bullion or for use in the arts, and, provided it is 
not sufficiently high to impair the demand for currency, it cannot 
affect the purchasing power of money, since this is determined by the 
interaction of supply and demand. 

On the other hand, gratuitous coinage is advocated on several 
grounds. It is one of the important functions of the State to provide 
an efficient currency, and therefore no specific charge should be levied 
for this service. The cost of minting is relatively small and should be 
met out of general revenue, just as the cost of other state services is 
defrayed. Also, when gold coins are gratuitously minted, the parity 
between the value of gold as bullion and as coinage provides an 
automatic check on inflation, as coins are melted or exported 
immediately an excessive issue causes any divergence from this parity. 

Debasement 

Many methods of debasement and depreciation of the coinage have 
been adopted from time to time in various countries. Debasement may 
be due to the action of the State itself, as where coins are issued much 
below the legally fixed weight or quality, or may result from felonious 
interference with the coinage after issue, with the object of extracting 
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some of the valuable material. Among the methods adopted for this 
purpose are (a) Clipping , i.e., cutting away small portions from the 
edge of the coins—now made impracticable by milling or otherwise 
distinctively marking the edges ; ( b ) Sweating , i.e., reducing the 

quantity of metal in the coins by the action of corrosive chemicals ; 
and (cj Abrasion, e.g., shaking up the coins in a bag and thereby 
removing minute particles of the metal. 

In modern times, elaborate coin patterns and various coining devices 
have made counterfeiting extremely difficult, while the strict enforce¬ 
ment of penalties for the debasement of the coinage and for the issue 
of counterfeit coins has done much to protect the issues in circulation. 
The State itself cannot tamper with its coinage without incurring 
national discredit and dishonour. 


Gresham’s Law 

During the reign of Elizabeth (lo5S-1603) her councillors had good 
reason to be perturbed by the existence in this country of a currency 
which had been badly tampered with in previous reigns. The coins in 
circulation had been so debased, clipped and sweated as to be a reproach 
to a nation well on the high-road to prosperity, but all attempts to 
improve matters by the issue of new coins proved useless. The new 
issues disappeared as soon as they were placed in circulation, leaving 

the currency in a state but little better than before. 

The young Queen and her advisers sought the advice of Sir 1 homas 

Gresham, a merchant of great experience and famous to posterity as 
the founder of the Royal Exchange. In a series of letters to Elizabeth, 
Gresham propounded the law which now bears his name (although \ 
had been previously enunciated several times) to the effect that bad 
money tends to drive good money out of circulation." Gresham explained 
that when a currency consisted of good and bad coins circulating 
together, people tended to hoard the better coins, to melt them down 
or to export them in settlement of debt or for profit; thus paving X 
bad coins in circulation. Goldsmiths and bankers who traded in gold 
kept back the full-weight coins coming into their hands, and passe 
on those which were worn or debased. Heavier coins were obviously 
more profitable to export because the metal was sold by weight wherea^ 
light-weight coins could be used for internal purposes jus 1 as wel as 
those fresh from the Mint, so long as no law prohibited their tender 

^ ^economists argue that Gresham’s Law cannot be applied at all 
to modern conditions, and that it was applicable only to such unscientific 
monetary systems as existed during the time of G ^ham and during 
the Middle Ages. Nevertheless, its influence was emphasized y 
the endeavour of the various nations to establish and main ain 
pendent systems of bimetallism . i.e., the adoption by each State 
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double standard of silver and of gold, the two metals circulating side 
by side and being legal tender for the discharge of debts at a ratio fixed 
by the nation concerned. Bimetallism will be dealt with later, but 
we may note at this point that its great difficulty lies in the lact that 
the ratio between the market prices of the two metals frequently differs 
from the ratio fixed by law. The market price has no fixity : it varies 
with changes in the production of the metals, and with the variations 
in the demand for them for coinage and for other purposes. Thus the 
State may decree that 15 units of silver are to be taken as equal to 
1 unit of gold, but the relative market prices may make 14 units of 
silver equal to 1 of gold. This means that silver is undervalued at the 
legal ratio or overvalued at the market ratio, while gold is overrated 
at the legal ratio ; consequently the silver currency follows the 
tendency of “ good money ” under Gresham’s Law and disappears 
from circulation. 

Usually the tendency has been in the other direction : the great 
discoveries of silver in modern times lowered the value of the metal 
below the ratio legally fixed in bimetallic countries. Consequently gold 
disappeared from circulation in those countries and silver remained. 
In the absence of an international agreement to maintain the market 
prices of gold and silver, the ratio between their values was never 
constant, and, in accordance with Gresham’s Law, there was a continual 
movement of one or other of the metals from the currencies of the 
countries which adopted bimetallic systems based on fixed ratios 
between the metals. 


Similarly, the law operates to drive from circulation a gold or 
silver currency circulating along with a depreciated paper currency 
which is made legal tender by the State. The good metallic money 
disappears, leaving the bad paper currency in circulation. 

When cheap metal coins of nickel, bronze, etc., circulate alongside 
a gold coinage, they are made only limited legal tender in order to 
prevent the operation of Gresham’s Law, for otherwise the cheaper 
coins would drive the more valuable ones from circulation. Also, the 
limitation protects traders against the inconvenience of having to accept 
from their customers quantities of cheap metal coins in payment of 
large debts. 

It will be clear that three conditions are essential for the operation 
of Gresham’s Law in any of the foregoing circumstances. In the first 
place, there must be in circulation sufficient money for effecting the 
necessary exchanges within a community. Good money will not be 
hoarded or exported if the circulating medium is scarce and is urgently 
needed for business requirements. Secondly, bad money cannot 
displace good if the community as a whole refuses to accept and to 
circulate it for exchange purposes. Thirdly, the depreciation of part 
of the currency must be noticed and acted upon by the people. 
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Monometallism 

Monometallism is that system of currency wherein one metal only is 
adopted as the standard and is made legal tender for all payments. 
Token coins of cheaper metal, or notes of small denomination, may 
also circulate, but in the strictly monometallic system, i.e., the Single 
Legal Tender System , only the standard metal is made legal tender. 
From Saxon times until 1816 England had a monometallic currency 
based on silver as the sole legal tender. After 1816, when gold replaced 
silver as the standard of value and was made legal tender for payment 
of any amount, silver coins were made limited legal tender up to 
40s. only. 


Bimetallism 

Bimetallism involves the adoption of two metals—usually gold and 
silver—as legal tender for the payment of any amount at a legally 
fixed ratio, and the coinage of both metals with equal facility. 
Bimetallism is otherwise known as a Multiple Legal Tender System , and 
was adopted in 1803 by France, and in 1865 by the Latin Union, 
comprising France, Belgium, Switzerland and Italy. Other continental 
countries afterwards adopted the same principle, and the majority of 
the nations concerned agreed by convention on the mintage of gold 
and silver coins of fixed weight and fineness, to be freely accepted for 
exchange purposes in any of the countries which were parties to the 
agreement. 

In the later years of the nineteenth century France made 
strenuous efforts to induce Britain and other nations to adopt 
bimetallism, but without success. As time went on, wide differences in 
the financial and economic conditions in the bimetallic countries 
(particularly when some were at war and some were not) and the 
operation of Gresham’s Law, made impossible the continuance of the 
agreement that the various currencies should be legal tender in all the 
participating countries, and, in consequence, the Union had to be 

dissolved. 

The bimetallic system involves two important difficulties: 

(a) The great difficulty of maintaining the mint ratio between the 
two metals in face of continual fluctuations in the market ratio. 

(b) The difficulty that, in accordance with Gresham’s Law, the under¬ 
rated metal is driven from circulation as soon as the market prices 
diverge from the mint ratio, so giving the country concerned an 

alternating currency of gold and silver. 

In spite of these disadvantages, some leading economists have 
from time to time advocated a universal bimetallic system on a scientific 
basis. Among the arguments which have been advanced are the 

following:— 
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(a) If several of the leading countries co-operated to maintain the 
circulation of the two metals at a ratio fixed by international 
agreement, no profit would accrue by exporting one of the 
metals from one country to another, and Gresham’s Law 
would not operate. 

(b) A strong combine of mints could arrange to maintain the joint 
standard by controlling the market price of bullion, and could 
prevent any serious divergence between the universal mint 
ratio and the market ratio. 

( c ) The world.production—and so the world prices—of two metals 
used as a joint standard would not vary so much as the 
production and value of one metal. 

( d) The general adoption of the dual system would tend to steady 
world prices. 

(e) The supply of gold would be insufficient for the currency 
requirements of all countries if universal monometallism were 
adopted. 

Today, very few economists advocate bimetallism. The general 
opinion is that its inherent difficulties are insuperable and that 
international agreement, if possible, should be directed to simpler 
means of attaining monetary stability. 


The Gold Standard 

A country is said to be on the gold standard when its currency 
unit is exchangeable for and kept at par with a legally fixed weight of 
gold. There are several forms of the gold standard, viz. : (a) the full 
gold standard or the gold specie standard ; (b) the gold bullion 

standard ; and (c) the gold exchange standard. 

F ull Gold Standard. —Three conditions are essential to the 
maintenance of the full gold standard. First, all paper currencv 
circulating within the country must be redeemable without restriction 
in gold coin of equivalent face value. Secondly, both notes and coins 
must stand at absolute parity with gold bullion. This means that there 
must be no restrictions on the movement of gold or on the exchange of 
the gold currency of the country with the gold currency of other 
countries having a gold standard, at mint par rates 1 or approximately so. 
In measuring mint par rates, due allowance must be made for any tax 
on gold imports or exports, or for any subsidy given for the encourage¬ 
ment of gold-mining or for the exportation of gold. Thirdly, any person 
must be entitled to receive gold coin or legal tender in exchange for 

" 1 See post , p. 489 _ 
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gold bullion from the Mint or Central Bank, free of all charge for 
minting and without any restrictions as to amount. 

Gold Bullion Standard. —This implies that gold bullion, but 
not necessarily gold coin, must be freely bought and sold by the Central 
Bank in exchange for legal tender currency at a legally fixed price, and 
can be freely imported or exported. Circulating legal tender notes are 
not convertible into gold coin , and a holder of gold bullion is not 
entitled to demand that it shall be minted into gold coin. 

Gold Exchange Standard. —A country that operates the gold 
exchange standard uses an internal currency of silver or paper and 
maintains its unit of account at a fixed parity with gold (i.e., as 
equivalent to a given weight of gold) by artificial control both of the 
currency and of the foreign exchanges. This usually involves, first, 
regulations entitling the holder of currency to exchange it for gold or, 
more usually, for gold exchange (i.e., rights to payment in the currency 
of a country on the gold standard) at the fixed parity, and entitling the 
holder of gold or of gold exchange to exchange it for currency at the 
fixed rate ; secondly, the maintenance of reserves of foreign exchange 
on gold standard countries in the form of bills, notes or securities of 
those countries, so that exchange can be sold against those reserves in 
order to maintain the gold exchange standard currency at a fixed 
parity with gold or with a currency that is convertible into gold. (See 
Chapter 29.) 

A country that maintains a gold exchange standard may have little 
or no gold of its own, and, instead of a non-interest-eaming reserve of 
gold, may maintain an interest-producing reserve in foreign deposits of 
foreign securities. But any such reserve is liable to fluctuate in value 
with the financial vicissitudes of the centre where the reserve is main¬ 
tained, and conditions may arise which may make it impossible to 
withdraw or otherwise make use of the reserve. 

Currency Exchange Standard. —The gold exchange standard 
differs from currency systems in which the monetary unit is linked, 
not to a given quantity of gold, but directly to the monetary unit of 
another country, in such a way that the value of the currency fluctuates 
with every change in the value of the monetary unit on which it is 

based. 

If the monetary unit to which the unit of a currency exchange 
system is linked is itself fully convertible into gold, then there is, in 
practice, no difference between a gold exchange standard and a currency 
exchange standard. But the difference reveals itself as soon as the 
monetary unit selected as a base is no longer convertible into gold, for 
then the value of the tied currency fluctuates with the value of that unit 
and not with the value of gold. 
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The Mint Price and the Market Price of Gold 

The mint price of gold in any country is the price at which the 
metal is coined into the standard currency. In England before 1925, 
the Mint accepted gold for coinage at the rate of £3 17s. ICHd. per ounce 
standard, eleven-twelfths fine ; in other words, approximately 3.894 
sovereigns were coinable from an ounce of standard gold. Since the 
coinage was gratuitous, the whole of the metal was returned in the 
form of sovereigns, which accordingly contained 123.27447 grains of 
standard gold. 

Under the Gold Standard Act, 1925, the Mint accepted gold for 
coinage only from the Bank of England. Accordingly, a person with 
the metal to sell had to dispose of it either in the open market or direct 
to the Bank of England, which (until relieved of this duty by the 
Currency and Bank Notes Act, 1939—see page 390) was bound to buy 
at £3 17s. 9d. per standard ounce. This was known as the Bank's 
Buying Price for gold and was equivalent to £4 4s. 9 l3 /i«d. per fine 
ounce. Under the Gold Standard Act, the Bank was bound to sell 
gold in bars of about 400 ozs. at 77s. KHd. per standard ounce, 
equivalent to 84s. lljd. per fine ounce, though this obligation was 
removed by the Gold Standard (Amendment) Act, 1931, which 
suspended the Gold Bullion Standard. 

The existence of these two margins normally set limits to fluctuations 
in the market price , i.e., the price at which gold bullion could be 
purchased in the Bullion Market, due allowance being made for its 
fineness and for varying convenience of handling. Obviously, a seller 
of gold would not accept less than 84s. 9 l3 / 16 d. per fine ounce for his 
gold, since he could obtain that price at the Bank of England. Similarly, 
a buyer of gold would not normally pay more than 84s. ll£d. per fine 
ounce for gold in the Bullion Market, for he could buy as much as he 
wanted at that price from the Bank. 

When notes are convertible and coinage is free it is impossible for 
the market price of gold to rise or fall appreciably above or below 
mint price, for, if it tends to rise above mint price, holders of notes 
will convert them and sell the gold on the market, while if market price 
tends to fall below mint price those having bullion for sale will dispose 
of it to the Mint instead of on the market. These conditions are, 
however, ineffective when notes are inconvertible and coinage is no 
longer free. 

With the suspension of the gold standard in September, 1931, and 
the subsequent depreciation of sterling, the market price of gold rose 
far above the Bank’s price. On several occasions since then the Bank 
price of gold has been raised. Important changes took place in 1939, 
when the price became 148s. 5d., and in 1949, on the devaluation of 
the pound, when it was raised to 248s. per fine ounce. 
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PAPER MONEY 

The term “ paper money ” is applied to bank notes and government 
notes which pass from hand to hand as currency, but not to cheques 
and bills, which have a limited circulation only. Paper money is 
sometimes issued by the State, but in most countries, such as Britain, 
France and the United States, it is issued by banking institutions under 
State control. 

Paper money may be either convertible or inconvertible. In the 
former case the holder has the right of conversion on demand into the 
standard metal or its equivalent in foreign currency, whereas in the 
case of inconvertible paper the holder has no such right of conversion. 

Convertible Paper Money 

This type of money may perform the functions of a good money 
in the highest degree, provided that the promise to repay is unmis¬ 
takable and is always fulfilled immediately on demand. Its cognizability 
can be made almost perfect ; it is light and portable, it can easily be 
issued for various amounts and can be made unmistakably homo¬ 
geneous. The use of paper is obviously a great economy, and although 
the material is not in itself very durable, the difficulty is overcome by 
the frequent withdrawal of soiled notes and the issue of new ones. 
The stability of value of convertible paper can be maintained in a high 
degree if sufficient care is exercised by the issuers to ensure good 
reserves and free convertibility into the standard of value. The ready 
acceptability of convertible paper is ensured by the maintenance of 
convertibility and also because it is usually made full legal tender. 
Bank of England notes until August, 1914, were the classic example of 
a strictly convertible currency : they were recognized everywhere as 
being as good as gold, and enjoyed almost universal acceptability. 

Sometimes a distinction is made between notes which are backed 
unit for unit by gold, and those against which is held a reserve partly 
of securities and partly of gold. Both may be absolutely convertible, 
but the former are regarded as being issued, for convenience, in place of 
the metal which is reserved against them ; they are really bullion 
certificates , the possession of which entails no risk. Notes partly backed 
by securities may, however, become inconvertible if so many are 
tendered for encashment at one time as to exhaust the actual bullion 
reserve and make conversion of the securities impossible within the 
time at the disposal of the issuers. 

Inconvertible Paper Money 

Practically all Governments in recent years have been compelled by 
financial circumstances to allow their convertible note issues to become 
inconvertible; whilst many Governments have been forced to issue paper 
currency which they have no intention or power to convert. 
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In some cases, the value of an inconvertible currency has been 
successfully maintained for long periods without depreciation by a 
strict limitation of its quantity and a careful regard for public require¬ 
ments. If this can be done, such inconvertible issues have the same 
advantages of cheapness and convenience as convertible notes, with the 
added advantage that metallic reserves need not be so large and that the 
specie thus freed can be used for other purposes, e.g., meeting foreign 
debts. 

The great danger of excessive issues is, however, always present, 
and few countries have been able to resist the temptation to over-issue. 
Inconvertible notes are kept in circulation only by virtue bf the power 
of the State which lies behind them, and, as they have usually little 
or no metallic backing, they may depreciate greatly in value if people 
lose confidence in the Government and refuse to accept the notes, or if 
the quantity available is greatly in excess of the need of the community 
for an exchange medium. (See page 356.) 

Generally, it may be said that the deliberate over-issue of a paper 
currency ( inflation , as it is called—see post , page 356) is made by the 
Government concerned for the purpose of covering a budgetary deficit, 
a state of affairs which may result from the outbreak of war, or the 
occurrence of other national disasters, such as widespread crop failures, 
or extensive floods. Funds must be raised in some way, and an 
additional issue of inconvertible notes affords the easiest, though not 
the best, method of raising them. 

Unfortunately, inflation, once started, is difficult to stop ; the 
Government finds its expenditure continually outpacing its revenue, 
since the former increases with every rise in prices, whilst the latter 
is paid in notes whose value is continually falling. Hence the Budget 
deficit must be met either by the issue of more ^iotes, leading to further 
inflation, or by the imposition of heavier taxatioh. The first alternative 
is usually taken, and so matters go from bad to worse ; the fear of 
further inflation causes traders to charge “ to-morrow’s price,” thus 
accentuating the tendency for prices to rise still higher and making 
necessary additional issues of currency. Such issues, therefore, lead 
.eventually to uncertainty, discredit and depreciation, which harm the 
nation s credit, disorganize trade and upset the foreign exchanges. 

External trade and the foreign exchanges are affected because there 
is always a fear abroad that when inconvertible paper is once issued it 
will eventually be allowed to depreciate in value. A good currency is 
self-regulating. Gold is universally demanded and consequently tends 
to flow from one country to another whenever there is a difference in 
Us market valu 6 in the two places. There is an automatic adjustment 
vhich is absent in the case of an inconvertible paper currency, and it is 
mainly for this reason that, until quite recent times, the history of 
inconvertible issues has been unfortunate. 

The great disadvantage of an inconvertible currency is that there is 
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no certain automatic method of ensuring that only sufficient money is 
issued to satisfy current demands, and that, while inflation is avoided, 
the community is provided with sufficient money for its normal 
economic activity and progress. 

Inconvertible paper, however, is likely to be the standard currency 
in all countries for a long time to come. The experience in monetary 
management gained by Governments since 1931 lessens the danger of 
over-issue, and, in general, it is found that the currency is freely 
acceptable regardless of its metallic backing. It is, therefore, likely that 
few, if any Governments will attempt to revert to convertibility, but 
will rather concentrate on regulating their note issues according to the 
policy they wish primarily to foster, i.e., stable trade, or stable exchanges 
or price stability. 

THE BRITISH MONETARY SYSTEM 

During the eighteenth century and until 1816, Britain was on 
a silver standard, with gold coins (guineas) circulating at a fixed silver 
price. In the latter half of the eighteenth century the silver price of 
guineas caused the gold currency to be overrated and silver tended to 
disappear from circulation, involving the Government and the nation 
in considerable difficulty. Consequently in 1798 the free coinage of 
silver was discontinued, and, in 1816, gold was definitely adopted as 
the sole standard of value, being made legal tender for all payments. 
Our coinage is now regulated by the Coinage Acts of 1870 and 1891, 
as modified by those of 1920 and 1946. 

Metallic Currency 

Gold Coins, consisting mainly of sovereigns and half-sovereigns, 
are legal tender for payment of any amount. A sovereign consists of 
123.27447 grains of standard gold, “/^ths or 22 (out of 24) carats fine, 
and is legal tender so long as it does not weigh less than 122.5 grains. 
A half-sovereign is exactly half the weight of a sovereign, but its mini¬ 
mum legal weight is 61.1250 grains. When Britain was on the gold 
standard, the Mint accepted gold for coinage at £3 17s. 10|d. per ounce 
standard, provided that it was of the required fineness and of sufficiently 
large quantity, but in practice, all gold passed to the Mint through t e 
Bank of England, which purchased gold at the rate of £3 17s. 9d. per 
ounce standard or £4 4s. 9d. per ounce fine. After Britain s departux 
from the gold standard in September, 1931, these prices becam 
inoperative, for any holders of bullion naturally disposed of it on the 
Bullion Market at the higher prices there prevailing. 

The difference of l£d. per standard ounce between the Mint price 

and the Bank price was not profit; it was a margin intended mere y 
to cover the expenses and loss of interest involved m passing go 
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through the Mint for coinage. The Bank paid over legal tender in 
exchange for bullion immediately, or gave immediate credit for the 
gold in account, and it had accordingly to be recompensed for the 
expense and loss of interest involved in having the bullion converted 
into sovereigns if it so desired. 

There are no gold coins now in circulation in this country and the 
Bank of England is relieved of its obligation to buy or to sell gold. 

Silver Coins are legal tender for payments up to 40s. only. Those 
at present in circulation are of two kinds : (a) The old silver coins 

issued under the Coinage Act, 1891, which decreed that five shillings 
and one sixpence were to be coined from one ounce of silver, 3 7 / 4 0 ths or 
925 (out of 1000) fine. As the price of an ounce of silver was generally 
about 2s. 6d., the Mint usually made a handsome profit, or 
“ seigniorage,” on the coinage of silver. ( b) The silver-nickel currency , 
issued under the Coinage Act, 1920. These coins are only 500 (out 
of 1000) fine, being composed of an alloy of silver and nickel. 

Cupro-nickel Coins, composed of an alloy of 75 per cent copper 
and 25 per cent nickel, are gradually replacing the silver coinage. 

Copper Coins are made of bronze, an alloy of copper, nickel and 
tin. They are legal tender for payments up to Is. only, though the 
12-sided threepenny pieces first issued in 1937 are legal tender up to 2s. 


Paper Currency 

Bank of England Notes of £5 are legal tender in Britain for any 
amount except by the Bank itself or its branches. In 1945, Bank of 
England notes of denominations over £o were called in and are no 
longer legal tender. 

Bank of England Notes of £l and 10s. are legal tender in England 
and Wales, Scotland and Northern Ireland, for the payment of any 
amount, even by the Bank itself or its branches. 

The Bank of England has the sole right of issue of paper currency 
in England and Wales, and is required to make and publish a weekly 
return of the position of its Issue Department. 

As coins of more than one metal, as well as Bank of England notes, 

are legal tender in this country, our currency system is sometimes 

described as a Composite Legal Tender System , in contradistinction to 

a Single Legal Tender System , in which coins of only one metal are 
legal tender. 


British Currency Inconvertible 

Under the Gold Standard Act, 1925, both Bank of England notes 
and the Treasury notes then circulating were made inconvertible into 
gold coin for internal purposes, the object of this provision being “ to 
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prevent the internal circulation of gold coin until such time as the 
gold standard had been firmly re-established for the purpose of inter¬ 
national transactions.” On the other hand, holders of any “ legal 
tender ” were entitled to demand in exchange, at the head office of the 
Bank and during office hours, gold bars containing approximately 
400 ounces of fine gold, at the rate of £3 17s. 10£d. per standard ounce. 

This position continued until September, 1931, when a serious 
economic and financial crisis in this country compelled us to abandon 
the gold standard. By the Gold Standard (Amendment) Act, 1931, 
the Bank of England was relieved of its statutory obligation to sell gold 
bullion, with the result that its notes became inconvertible, and the 
price of gold on the London Bullion Market rose to a considerable 
premium over the Mint price. 

But though the rights of converting Bank notes into gold were thus 
suspended, nothing was done to alter the conditions under which Bank 
notes were issued. Subject to the elasticity clause in the Act of 1928 
(see page 388), every note issued by the Bank of England in excess of 
its fiduciary issue had to be backed pound for pound by gold. 

This position continued until the outbreak of war in 1939, when 
the gold at the Bank of England was transferred to the Exchange 
Equalization Account (see Chapter 29), so that practically all the 
Bank’s notes are now fiduciary, i.e., backed only by securities. 



CHAPTER 24 


THE THEORY OF MONEY AND PRICES 

If we regard money as a commodity, its value must be determined, 
like that of all other commodities, by the laws of supply and demand. 
Nevertheless, in seeking to explain the determination of the value of 
money, a difficulty arises at the outset by reason of the fact that whereas 
the values of all other commodities are expressed in terms of one 
commodity—money—there is no one commodity in terms of which 
the value of money itself may be measured. But just as we can measure 
the value of a table in terms of so many bushels of wheat, so we can 
measure the value of a pound or dollar in terms of so many bushels of 
wheat, or so many gallons of oil, or so many yards of cloth, and so on. 

The value of a unit of money can, therefore, be measured by the 

quantities of other commodities for which it will exchange ; it rises 

if a given unit of money will purchase more commodities, and falls if 

a smaller quantity only of the same commodities can be bought. Now 

the values of commodities expressed in terms of money are called 

prices , so the value of money in terms of commodities is measured by 

the general level of prices, i.e., by its general purchasing power. 

If a unit of money purchases more of certain commodities today than 

it did yesterday, its value is said to have risen. Conversely, its 

value falls if it purchases less of the same commodities than before. 

In other words, the value of money varies inversely as the general level of 
prices. 


PRICE INDEX NUMBERS 

It is practically impossible to obtain exact information as to the 
level of the prices of all commodities at any particular time. The 
commodities bought and sold are almost innumerable, and different 
prices may be quoted for similar transactions in the same commodity 
at the same time. On the other hand, we cannot rely on changes in 
the value of a few selected articles as an indication of changes in general 
prices, because those articles may change in quality and description 
trom time to time and not necessarily at the same time. Hence, the 
method of Price Index Numbers is used. An arbitrary selection is made 
ot many commodities in regular general use and the average prices at 
one time, or during a given period, are compared with their average 
pnces at another time or period which is taken as the base period. 

1 o form the price index number, the total of the prices of the 
chosen commodities in the base period is made equal to 100, and the 
total of the pnces of the same commodities in the subsequent period is 
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expressed as a percentage increase or decrease on the basic figure. 
For example, if the total of the prices for twenty articles in 1939 is 
represented by 100, and the total of the same prices in 1946 shows an 
aggregate rise of 20 per cent as compared with the base period, the 
index number for 1946 prices, on the basis of 1939 prices, is 120. 


The period chosen as a base should be as normal as possible ; it 
should not fall in the middle of a war, or too long ago to be acceptable 
as a basis for modem calculations. For these reasons, the base year or 
period of some index numbers is changed from time to time. 

In Britain, the best known price index numbers are those of the 
Economist , the Statist , the Ministry of Labour, and the Board of Trade. 

The Economist wholesale prices index number (see page 341) 
started in 1864 and was originally based on wholesale prices in the 
period 1845-50, but the base has been changed several times and is now 
calculated by taking the geometric mean 1 of the wholesale prices of 
fifty-eight chosen commodities during the year 1927. 

The commodities chosen are divided into five groups : Cereals and 
Meat, Other Food Products, Textiles, Minerals and Miscellaneous. 
In the case of important commodities (e.g., wheat), two or more 
wholesale prices of different varieties are taken, and, as will be seen 
from the Table, the total prices in each group are compared with the 
totals of the same prices for 1927 to form an index number for the 
group. Then the average of the index numbers for the five groups is 
calculated to give the general index number shown in the last column 
of the Table. 

The Board of Trade index number of wholesale prices is based on 
the monthly average of the wholesale prices of two hundred com¬ 
modities, for some of which two or more quotations are taken. The 
commodities are in three main groups : Food and tobacco. Building 
materials, and Industrial materials and manufactures (including luel). 
The third group is further subdivided into basic materials, intermediate 
products and manufactures. The base period is August, 1939. 

The Board of Trade indexes are calculated on what is known as 
the chain base principle, i.e., the figure for each month (e.g., January, 

1946) is calculated by taking the figure for the corresponding month or 

the previous year (January, 1945) as base. Then the yearly figures are 
“ chained up ” and expressed as a percentage of the average for th 
year 1939. In this way a continuous set of index numbers is obtaine 


1 The geometric mean, or geometric average, of, say, three quantities is the third 
root^f th 8 e product of those Quantities. If there are four qu.nt.ttes the £0.metnc 
mean is the fourth root, and so on. Thus, the geometnc mean of 2, 4 and 

3 y/2 X 4 X 8 = 8 \/64 = 4 - 

Statisticians consider that the geometric average is more accurate than the ordinary 
average (e.g., 2 + 4 + 8 = 4.66 . . .). 

3 



THE THEORY OF MONEY AND PRICES 


341 


“ Economist ” Index Number of Wholesale Prices 


1 

j 

Date. 

Cereals and 

Meat. 

Other Food Pro¬ 
ducts (Tea, 
Sugar, etc.). 

—- - 1 

Textiles. 

Minerals. 

- - 1 

Miscellaneous 1 

(Rubber, Tim¬ 
ber,Oils, etc.). 

Total. 

1 

• 

X 

ZJ 

C 

ZJ 

w 

JJ 

Cu 

r- 

c 

0 

1 u 

Basis (avg. 1901 - 5 ) 

500 

300 

500 

400 

500 

2200 

100-0 

End July, 1914 . . . . 

579 

352 

616.1 

4641 

553 

2565 

116-6 

,, June, 1927 . . . . 

913 £ 

716 

1007 

662£ 

705 

i 4004 

182 0 

Basis (1927 = 100 ) 

loo- 

100 

100 - 

100 - 

100 - 


100 - 

End Dec., 1927 .... 

97-4 

98-2 

102-5 

94-1 

101-6 


98-8 

,, Dec., 1928 .... 

97-6 

90-2 

101-7 

94 • 1 

94 1 


95-0 

„ Dec., 1929 .... 

92-3 

83-6 

82-6 

92-4 

89-2 


88-3 

,, Dec., 1930 .... 

70-0 

71-0 

51-4 

78-0 

75-2 


68-7 

,, Dec., 1931 .... 

690 

65-7 

52-8 

76-7 

66-2 


65-8 

„ Dec., 1932 . . . . 

63-1 

60-0 

48-6 

73-9 

61-9 


61 -1 

„ Dec., 1933 .. .. 

64-5 

56-7 

53-3 

77-4 

68-1 


63-9 

,, Dec., 1934 . . . . 

69-9 

60-2 

54-5 

75-8 

69-4 


66-1 

,, Dec., 1935 . . . . 

71-9 

61-7 

61-7 | 

82-3 

78-2 


71-4 

,, Dec., 1936 . . 

86-4 

65-6 

67-5 

95-4 

81-2 


79-3 

„ Dec., 1937 . . . . j 

90-7 

63-0 

59-7 

93-5 

79-7 


77-2 

„ Dec., 1938 . . . . 

70-1 

57-5 

52-6 

94-4 

74-9 


69-2 

,, Aug., 1939 .. .. 

66-9 

66-1 

54-3 

95-4 

77-6 


70-3 

. ,, Dec., 1940 . . . . 

96-9 

85-6 

88-5 

128 0 

106-9 


100-9 

„ Dec., 1941 .... 

104-9 

98-7 

94-4' 

130-7 

114-8 


108-5 

,, Dec., 1942 . . 

108-0 

104-4 

92-3 

137-2 

123-8 


112-7 

„ Dec., 1943 .... 

108-1 

107-3 

91-9 

135-9 

127-2 


113-7 

,, Dec., 1944 . . 

107-9 

107-3 

104-0 

145-5 

128-9 


118-3 

,, Dec., 1945 . . . . 

107-7 

107-3 

105-4 

154-3 

127-9 


119-7 

„ Dec., 1946 .... 

109-6 

110-9 

131-2 

202-2 

138-5 


135-0 

„ Dec., 1947 . . . . 

1141 

138-8 

157-5 

264-0 

153-3 


154-7 

,, Dec., 1948 . . . . 

123-9 

138-8 

186-1 

267-4 

153-4 


166-0 

„ Dec., 1949 . . . . 

147.8 

147-3 

205-1 

267-5 

152-4 


177-2 

„ Dec., 1950 . . . . 

157-3 

166-4 

303-2 

318-8 

183-6 


213-3 


Formation of Price Index Numbers 

The Choice of Commodities is naturally the first and most 
important essential. The articles selected must be in constant demand, 
and such as are bought regularly by all classes of the community! 
Uncertain demand causes considerable fluctuations that would not 
give a true perspective ; consequently articles of ordinary consumption 
are chiefly used. On some commodities a larger proportion of small 
incomes is spent than on others ; bread is a far more important article 
of diet to the poor than to the rich, who have a greater variety of food 
at their disposal. Then, again, bread is a more important article in 
general use than is silk or fruit; far more people buy bread daily than 
buy silk weekly. On the other hand, a fair proportion must be 
maintained between manufactures and food and other commodities. 
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To give important articles their due proportion of influence on the 
final result, the system of “ weighting ” is adopted, i.e., the average 
price of each commodity, or the percentage rise or fall in that price, 
is multiplied by a number that indicates its estimated comparative 
importance (so far as the quantity consumed is concerned) in the general 
list of commodities ; e.g., the average price of bread may be multiplied 
by 11, that of meat by 7, that of tobacco by 1, and so on. The system 
of weighting is not used in the Economist index number, but is replaced 
by the method of using several prices of different varieties of one 
commodity in determining the average ; e.g., two wheat prices and 
four cotton prices are taken. Small differences in the weights do not 
greatly affect the final result, but a weighted index is likely to give a 
more accurate result than one that is not weighted. 

It is often objected that the results obtained by these means are 
arbitrary and that the commodities chosen are too limited in both 
number and scope. In ordinary index numbers the costs of many 
items, such as the rent of houses and land, the cost of clothes, furniture, 
amusements, etc., are omitted, although part of all incomes is spent on 
them. Attempts are made to meet these objections by cost of living 
index numbers, e.g., that of the Ministry of Labour (see page 343). 

The Choice of Prices. —The price at which a commodity is sold 
varies in different markets. Wholesale prices are much lower than 
retail prices and tend to be the same throughout the country, whereas 
the retail price for an article may be higher in a fashionable city street 
than in a suburban street. Great care is necessary, therefore, in 
choosing prices for an index number, and whether wholesale or retail 
prices are chosen will depend on the purpose of the index. 

An index number designed to show movements in the general 
level of prices is best calculated from wholesale prices, because articles 
sold wholesale, especially raw materials and agricultural products, such 
as wheat and barley, are over long periods subject to less variation in 
quality, description and price than retail articles, and because it is 
easier to obtain accurate figures from records supplied by the Board of 
Trade, Chambers of Commerce, wholesale dealers and others, than 
from retail shopkeepers and the ordinary consumers of goods. 


Cost of Living Index Numbers 

These are designed to show changes in the cost of living of the lower 
classes as between one month, year, etc., and another. They are ase on 
retail prices and may be used to regulate the wages paid to certain classes 

of workers. . . , • . 

Retail prices are taken because cost of living indexes are i 

to indicate changes in the purchasing power of incomes, particu ar y 

the wage incomes of the masses. But the choice of retai pnces 
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matter of great difficulty and one that gives rise to much criticism of 
cost of living indexes. 

Whereas the quality and description of wholesale articles, such as 
wheat and cotton, remain the same for long periods, with the result 
that the wholesale prices of such articles are fairly comparable as 
between one place and another, and as between one year and another, 
retail prices for some commodities may change from day to day or 
even from hour to hour ; they vary from street to street and from shop 
to shop ; whilst the quality and description of the same retail goods 
vary considerably from time to time and from place to place. But 
although changes in the prices of certain retail articles may markedly 
affect the proportion of the average working class income that is spent 

on them, account of such changes is not automatically allowed for in 
the cost of living indexes. 


Ministry of Labour Cost of Living Index 

Between 1914 and June, 1947, the Ministry of Labour issued a 

m u- n u l ^ 0St Living Index designed to show the percentage change 
which had taken place, as compared with July, 1914, in the prices of 
certain groups of commodities on which (according to an investigation 
undertaken in 1913-14) working class incomes were spent ; viz., Food 
(60 per cent.) Rent and Rates (16 per cent.), Clothing (12 per cent.). 
Fuel and Light (8 per cent.), Other items (4 per cent.). 

This index was subjected to so much criticism (on the grounds that 
it was out of date, unbalanced, and did not take into account new items 


Ministry of Labour “ Cost of Living” Index 


Difference in Weighting between 1914 Index and 1947 Index 


Group 

Weight in 

Weight in 


1914 Index 

1947 Index 

Food 

Rent and Rates 

60 

35 

Clothing . . . . ’ * . 

16 

9 

Fuel and Light . . . ’ . 

12 

9 

Other items in 1914 Index . 

- * * * • • • . . 

8 

4 

7 

16 

Total of items covered by 1914 Index 

100 

76 

Items not covered by 1914 Index 

— 

24 

Total of 1947 Index 



• • • • 

• • • • • • 


100 
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of working class expenditure), that in June, 1947, it was replaced by 
a new Ministry of Labour Interim Index of Retail Prices, which will 
in due course be replaced by a more permanent index. 

For this, the distribution of expenditure over various selected items 
was based on a working class budget inquiry conducted in 1937-38, 
and is adjusted from time to time by a system of “ weighting ” to allow 
for changes in the commodities and in the proportions of commodities 
on which working class incomes are spent. While under the old 
Ministry of Labour Index (July, 1914 = 100) food was weighted at 
60 per cent., the new index weights food at only 35 per cent. In the 
new index the proportion of “ Other items ” is 16 per cent, instead of 
the previous 4 per cent., while a weighting of 24 per cent, is given to 
several items (electrical appliances, wireless licences, petrol, cinema, etc.) 
that were not included in the 1914 base. 


Ministry of Labour “ Cost of Living ” Index 

Indices for all Groups and Weights Used, 14th September, 1947 


Group 


Group Index 
Figure 


1. Food . . . . . . . . .. 

1 \ 

107-4 

2. Rent and Rates. . . . . . . . j 

99-2 

3. Clothing. . . . . . . . . . • • 

113-2 

-4. Fuel and Light . . . . . . . . 

1 111-2 

6. Household Durable Goods 

108-2 

6. Miscellaneous Goods 

109-3 

7. Services . . . . . . . . . . • • 1 

104-9 

8. Drink and Tobacco 

110-8 

Totals: All items 

108-2 


Group 

Weight 
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88 


97 


66 


71 


36 


79 


217 


1000 


QUANTITY THEORY OF MONEY 

In general, prices vary with the quantity of monetary resources in 
existence. When the quantity of money is increased without a 
corresponding change in the volume of goods and services, prices rise, 
more units of money are available to purchase the same quantity o 
goods and services. Conversely, a decrease in the supply of money, 
with no change in the volume of goods and services to be exchange , 

will cause prices to fall. . . onv 

The number of units of money required by a community at any 

particular time to effect its exchanges constitutes the demand for money. 

According to the Quantity Theory, therefore, the value of money is 

determined by the relation between the demand for money an 

supply. In its most rigid form, the Quantity Theory is simp y 

generalization from the statements in the preceding paragrap . 
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asserts that, given the conditions of demand for money, any given 
increase or decrease in its supply will lead to a proportionate increase 
or decrease in the general level of prices. And as the value of money 
varies inversely with the price-level, an increase in the volume of 
money will lead to a fall in its value, and a decrease to a rise in that 
value. Before we can accept or reject this theory, we must further 
examine the terms “demand for money” and “supply of money.” 

The Supply of Money 

In considering the supply of money, we must first take into account 
an important factor, the velocity of circulation of money \ During a given 
period of time, a unit of money can enter into circulation either once 
only, or a thousand times, and every time it is used it does as much 
money-work as if an entirely new unit were being used. 

If, during any period, the supply of money remains constant 
while its velocity of circulation increases, the effect is the same as if the 
supply were, in fact, increased. Therefore, if the volume of goods has 
not changed, or has changed less than in proportion to the increased 
velocity of circulation of money, prices rise, and the value of money 
falls. 

Apart from the question of velocity of circulation, the supply of 
money is a comparatively straightforward concept. It comprises 
legal tender money, cheques, bills of exchange and all other credit 
instruments. The forces affecting the total supply of money 
are discussed in Chapter 27, but one or two points require noting 
here. 

When a currency is based on gold, the supply of money depends, 
first, on changes in the conditions under which gold is mined and on 
the state of the country’s gold reserves. Secondly, it depends on the 
statutory regulations and practices governing note issues and bank 
reserves, and on the resulting volume of notes, bills and cheques. 
Even when a currency is based on gold, however, banks need not 
contract or expand their note issue in strict conformity with the size of 
their gold reserves ; nor need the volume of bank credit be strictly 
adjusted to the resources of the central bank. A central bank may 
neutralize an increase in its gold resources by selling securities in the 
open market which will call in notes from the public and reduce the 
reserves of other banks. On the other hand, the central bank can, 
within the limits of its controlling legislation, issue more notes or buy 
securities (which will increase the reserves of other banks) even when 
its own reserves have not increased. Similarly, other banks can 
increase the supply of credit by reducing their reserve ratio, i.e., by 
increasing their proportion of loans or overdrafts. Or they can reduce 
credit by calling in loans and selling securities. Psychological factors, 
like expectations regarding the future, or business prospects, will 
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therefore influence the supply of money as well as purely institutional 

factors such as the regulations governing note issue and the general 
lines of credit policy. 

When a currency is not based on gold, the supply of money will 
depend on the financial policy of the Government as implemented by 
the monetary authority, usually the central bank. Normally, the supply 
of money will be regulated so as to ensure economic stability at home, 
uphold the external value of the currency, and safeguard the balance of 
payments position. 

The Demand for Money 

The demand for money is a less obvious concept. Looked at in one 
way—the sense in which it is used in the Quantity Theory of Money— 
the demand for money is determined by the total volume of transactions 
of all kinds that have to be performed within a given time by the use of 
money. The volume of transactions may increase or decrease for two 
reasons. First, the flow of goods and services being produced may 
change ; secondly, goods may be turned over more rapidly or more 
slowly ; in other words, commodities, either raw materials or finished 
products, may change hands more quickly or more slowly than before. 
An increased demand for money, meaning a greater volume of trans¬ 
actions, depresses prices if the supply of money remains unchanged, 
because more transactions are effected with the same total of units 
doing the money-work. Similarly, a decreased demand for money 
tends to raise prices. 

The Equation of Exchange 

The Quantity Theory of Money may now be stated as follows : 
The general level of prices tends to vary directly with the quantity of 
money and its velocity of circulation , and inversely with the volume of 
transactions (which determines the demand for money in the sense so 
far considered). 

This relationship, described as the “ Equation of Exchange,” may 
be expressed mathematically as :— 

^ _ M x V 
T 

where P is the price-level; M is the quantity of money in circulation; 

V is the velocity of circulation of that money, M ; and T is the volume 
of trade effected, or the total amount of debts and all forms of 
transactions to be liquidated by the use of the money. 

Alternatively, it may be expressed thus :— 

PT = MV. 

In this case PT is described as the “ goods side ” of the equation 
and MV as the “ money side.” In order to include the settlement of 
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debts by the transfer of credit instruments, so pronounced a feature in 
modern communities, the equation is extended as follows :— 

PT = MV -f- M'V\ 

where M 1 is the total amount of cheques, notes and all forms of instru¬ 
ments of credit in circulation ; V 1 is the average velocity of the 
circulation of these credit instruments. Then IVTV 1 is the total supply 
of money represented by credit instruments in circulation. 

The Quantity Theory of Money in the form stated above is correct 
as far as it goes. But it does not tell us much more than that the value 
of goods bought is equal to the money paid for them. As the two sides 
of an equation—including the Equation of Exchange—must always be 
equal, it follows that prices must always stand in a definite relationship 
to the other three magnitudes in the equation. And if the quantity of 
money, or its velocity of circulation, or the volume of transactions, 
changes as between two different periods, the Quantity Theory affords 
a theoretical justification for any changes in the price-level that have 
occurred as between those periods. 

In practice, however, various changes may cancel one another as 

tar as their effect on prices is concerned. And therein lies the weakness 

of the Quantity Theory ; even if prices have changed, it cannot tell 

us whence, when or why the change came about. The Equation of 

Exchange expresses a simple relationship and not a chain of cause and 
effect. 

Several writers, notably Irving Fisher, have claimed that the 
Quantity Theory can be used to show how changes in the price-level 
are brought about. Fisher maintained that the quantity of money is 
the most important influence on the price-level. If, in the equation 
M doubles, prices will double, and exactly the same amount of goods 
and services will be bought before and after the change. This explana¬ 
tion depends on the assumption that the velocity of circulation of 
money and the demand for money will not, to any great extent change 
independently of or as a result of changes in the quantity of money 
It this assumption were correct, then changes in the quantity of money 
wouid exert a more or less proportionate influence on the price-level * 
and the demand for money would always remain the same in terms of 
goods and services. It assumes, in other words, that the elasticity of 
demand for money in terms of goods is equal to unity. 

This assumption is obviously an extreme one and most exponents 
of the Quantity Theory do not adhere to it. We have already noted that 

of 8°° ds and services being produced may change and so 
affect the demand for money. The causes of changes in output are 
however, not necessarily monetary in character, and fall outride the 

fluencef rlT In 80 far 33 the y do de Pend on monetary in- 

rhfr 8 ’ chan ges m output are usually called forth after prices have 

changed to this extent the Quantity Theorists are right in claiming that 

output changes do not exert an independent influence on prices. 




348 


ELEMENTS OF ECONOMICS 


But the demand for money is not determined by the volume of 
output alone. It is affected also by the frequency with which com¬ 
modities change hands, i.e., by the rapidity of turnover of goods. The 
frequency with which goods change hands is just another side to the 
velocity of circulation of money, i.e., the frequency with which money 
changes hands. For to every monetary transaction, if it is to influence 
prices, there must be a counterpart in terms of real things ; the exchange 
of one kind of money against another does not influence prices. 

In answering the question: What other reasons are there for 
changes in the demand for money ? we can, therefore, at the same time 
answer the question : What causes the velocity of circulation of money 
to vary ? If money circulates less rapidly, it is because it is turned 
over more slowly in relation to the total supply of money. If people 
want to keep ready to hand a larger pool of command over goods and 
services, money is held in reserve, and its velocity of circulation is 
small. This means that the demand for money to hold has risen. 
Conversely, if the desire to keep command over goods and services in 
general (i.e., the demand for money to hold) falls, the velocity of 
circulation of money rises. 


Liquidity Preference 

We can now re-define the concept “ demand for money * to take 
these considerations into account. Because money gives command 
over goods and services of any kind and can be converted into any kind 
of asset, it is demanded for its own sake. We have touched on this point 
before, in considering the concept of liquidity preference (p. 255). 
Previously, however, we examined this concept as a factor affecting 
the supply of loanable funds. We are now considering the opposite 
side of it, i.e., the proportion of funds that is not made available for 
loans ; the proportion of its assets that the public wishes to hold in 
monetary form rather than to invest in goods or securities. 

This constitutes the demand for money and is determined, not by 
the number and amount of the transactions into which money enters, 
but by the ability and willingness of people to hold currency. In the 
same way, we do not think of the demand for houses as coming from 
persons who deal in houses, but from persons who occupy them. 

An increase or decrease in the demand for money to hold attects 
prices in exactly the same way as a change in any other form of deman 
for money : a decreased demand leads to a fall in the value of money 

and an increased demand to a rise. , , 

At first sight, it may seem strange that prices can be attectea oy 

changes in the demand for money to hold, i.e., by liquidity preference , 
for all the money in existence at any one time has to be held by somebody 
or other, either by individuals or by firms. 
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What matters, however, is the proportion of the total assets of the 
community held in monetary form ; and, from time to time, this may 
vary greatly, according to the public’s desire to reduce or increase the 
proportion of goods and services it wishes to keep in the most 
liquid form. If the public decides to hold a larger proportion of its 
assets in money, money is kept in reserve and the number of units 
doing money-work is reduced relatively to the number of exchanges 
effected. Prices, therefore, tend to fall and the value of money to rise, 
though the stock of money may have remained unaltered. Similarly, 
a decreased desire to hold money will release more units of money to 
do the money-work and cause the value of money to fall. 

Few people wish to keep all their assets in real estate or in stocks of 
goods or in securities. Even though keeping money idle involves a loss 
of interest, most people will keep some money uninvested for any one 
of the following reasons :— 

(1) Transactions motive , i.e., to bridge over the interval between 
receipts and known items of business and private expenditure, 
such as payments of rent, interest, wages or insurance 
premiums. 

(2) Precautionary motive , i.e., to have a reserve of ready cash to 
meet unforeseen contingencies. 

(3) Speculative motive , i.e., to secure profit from successful anti¬ 
cipations regarding the future course of market prices. When 
prices are expected to rise, people prefer to hold goods or 
claims to goods, i.e., securities, the prices of which may be 
expected to rise still further, rather than money, the value of 
which is expected to fall. Conversely, when prices are ex¬ 
pected to fall, stocks of goods are liquidated and securities 
are sold in order to hold money, the value of which is expected 
to rise. 

In general, the demand for money to hold falls during a period of 
trade activity, because of the strength with which the second and third 
motives operate. Investment appears more profitable, and people 
prefer to hold goods or securities rather than money which yields no 
interest and is falling in value. And once prices begin to rise because 
of the increased demand for goods and claims to goods, the demand 
for money to hold from the speculative motive decreases rapidly. 
At the same time, increased business confidence reduces the amount 
of money held for the second motive. As business activity increases, 
the demand for money to hold from the first motive wilf usually in¬ 
crease, but not sufficiently to offset the decreased demand from the 
other two motives. For in the process of trade expansion, incomes will 
also be rising as a result of greater investment activity, higher profits 
and increased wage payments. And, as incomes rise, the tendency is 
for the proportion of income held idle from whatever motive to fall. 



350 


ELEMENTS OF ECONOMICS 


If a man with an income of £1000 habitually keeps £100 idle, he is not 
likely to keep £200 idle when he earns £2000. Usually, a smaller figure 
will suffice. 


Moreover, the rise in prices will also affect the supply of money, 
because, at the higher level of activity, there will be an increased 
demand for bank credit. The extent to which banks are willing and 
able to extend credit is the most important determinant of the supply 
of money. At the higher level of prices, more credit is needed to 
finance ordinary business or speculative needs ; and the more credit 
that is created, the greater the increase in prices. The tendency for 
the supply of money to be increased helps to offset any influence an 
increased demand for money to hold from the transactions motive 
might have in depressing prices. 

During a depression the converse happens. More money to hold is 
demanded for the second and third motives ; prices fall, and there is 
a reduced demand for bank credit. The effect of a smaller demand for 


money to hold from the transactions motive is swamped under all the 
influences tending to depress prices. 

It is plain that the demand for money in the sense here considered 
differs from the demand for money in the Quantity Theory sense. 
Here we are considering the demand for money to hold in relation to 
the stock of money in existence . In the Quantity Theory sense, we 
considered the demand for money as arising from the flow of goods 
and services to be exchanged. The demand for money to hold, in 
other words, takes into account mainly tne second and third motives, 
whereas the demand for money in the Quantity Theory sense is con¬ 
cerned mainly with the transactions motive. 

Despite these differences, there are similarities between the two 
ways of looking at the demand for money. We have seen that, during 
periods of trade activity, the demand for money to hold (i.e., the desire 
to have a pool of command over goods and services) is likely to decrease, 
and the value of money consequently falls. Also, during a period of 
active trade when the volume of transactions increases—and the 
demand for money from the transactions motive is correspondingly 
increased—the command that any given volume of money yields over 
goods and services is smaller than before. In terms of the goods and 
services that can actually be bought, the demand for money is smaller ; 
both kinds of demand, therefore, tend to move in the same direction. 


Conclusions Regarding the Quantity Theory 

Clearly, therefore, the quantity of money is not the only, or even 
the most important, influence determining the value of money. The 
demand for money to hold, and hence the velocity of circulation of 
money, may vary quite independently of changes in the quantity of 
money ; alternatively, the change may come from the side of output. 
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The Quantity Theory is probably right in stressing that, in the 
long run, the quantity of money is the most important single influence 
on the price-level. To this extent, the Theory' serves a useful purpose 
in showing that an excessive increase in the quantity of money defeats 
its own ends by causing money to lose its value. But in other respects 
the Quantity Theory is of little value in showing how price changes 
are brought about ; and the undue importance it ascribes to changes 
in the quantity of money serves to obscure the importance of all the 
other influences on price. 

The most important of these other influences is the demand for 
money in its second and most important sense—the amount of money 
the public wishes to hold just because it is money and therefore con¬ 
vertible into any kind of asset. This demand for money for its own sake 
is much more in conformity with the meaning usually ascribed to 
demand than is the sense in which the term demand for money is 
used by the Quantity Theorists. Changes in the demand for money to 
hold exert a direct influence on the value of money. 

The determination of the value of money is thus seen to be very 
similar to the determination of the value of anything else—it is the 
result of the interaction of the forces of supply and demand. The 
only difference is that in the case of money the forces of demand and 
supply are interdependent to a much greater extent than in the case 
of other commodities. We have seen (p. 348) that the demand for 
money may influence its supply. And changes in the quantity of money 
may in turn affect the demand for it through their influence on the 
volume of transactions. Changes in the quantity of money cannot 
stimulate trade activity directly, but they may do so through a fall or 
rise in interest rates. 

Here, however, we touch on the aspect of price determination that 
cannot be explained solely by means of the Quantity Theory or by 
means of our analysis in terms of variation in the supply of money and 
in the demand for money to hold. Changes in both the demand for 
and the supply of money can influence prices only through changes in 
income. If the incomes of producers (and practically everybody is a 
producer in one way or another) do not change as a result of changes 
in the demand for money or the supply of it, the expenditure of the 
community will not change. And unless expenditure on goods or 
services changes, there can obviously be no effect on prices. While 
everything that is being produced is either consumed or spent on the 
renewal of existing capital installations, there can be no change in 
expenditure from one period to the next. Expenditure will rise or 
fall only if there is an increase or decrease in new investment which 
can generate new incomes. We shall return to the predominant in¬ 
fluence of investment in Chapter 30. Here we need note only that 
changes in capital outlay may have profound effects on the price 
structure, and are, in fact, a necessary link in the chain of cause and 
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effect through which the demand for money and the supply influence 
price. 

There is a further limitation to our analysis in the fact that changes 
in the demand for money or in its supply can tell us only that prices 
on the average have changed. Sectional price-levels, however, may show 
different trends according to changes in the demand for or supply of 
different commodities ; so that our analysis can give us no indication 
of the way in which the prices of different groups of commodities will, 
in fact, change. Moreover, in the longer period, changes from the 
side of production assume increasing importance; changes in pro¬ 
ductivity (enabling a greater volume of goods to be produced with the 
same amount of the factors of production) might well offset the effect 
of changes in the quantity of money. 


FLUCTUATIONS IN PRICES 


By comparing the different elements in the Equation of Exchange 
at different times, we can supply a theoretical justification for the way 
in which prices in this country have changed during the last century 
or so :— 


Period. 


State of Prices. 


Description. 


1820-49. 


1849-74. 

1874-96. 


1896-1900. 


1900-14. 


Falling. 


Rising. 

(1849-57—rapid ; 
1857—74—slow.) 

Falling. 


Rapid Rise. 


Slow Rise. 


The Industrial Revolution caused a vast 
increase in trade and in the amount of goods 
produced. The demand for money was 
greater than its supply ; hence prices fell 
rapidly and consistently. 

Great supplies of gold from the new mines 
of California and Australia increased the 
available amount of money and caused its 
value to fall and prices to rise. 

A falling off in the output of the mines was 
accompanied by a vast demand for gold 
for special purposes, particularly for cur¬ 
rency. In 1871 Germany adopted the gold 
standard, and Italy followed suit in 1873. 
Thus the value of gold tended to rise, and 
prices tended to fall, a result accentuated by 
the great output of commodities resulting 
from the opening up of the new countries 
and from the vast increase in industrial 
production. 

The great increase in the supply of gold 
from the South African mines and the 
widespread development of the banking 
system, with its use of cheques and credit 
payments, caused a great increase in the 
supply of money and in its velocity of 
circulation. Hence gold fell in value and 
prices rose very rapidly. 

The output of gold was maintained, but 
production as a whole tended to be fairly 
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Period. 


1914-20. 


1920-22. 


1922-24. 


1926-35. 


1935-39. 

1939-45. 


1945- 


State of Prices. 


Unparalleled Rise. 


Falling. 


Slow Rise. 


Falling. 


Stable. 


Rising. 


Description. 

constant. Hence prices were tending to rise 
slowly, but steadily. 

The supply of money was enormously in¬ 
creased by the vast addition of paper money 
to the world’s currencies, whilst the quantity 
of goods coming forward for exchange, as 
well as the number of services for which 
payment had usually to be made, were 
greatly restricted. Enormous expansion took 
place also in the use of credit, particularly 
by the Government. 

The rise in prices continued until it assumed 
the usual “ boom ” appearance. Great 
quantities of goods were produced and vast 
stocks were unloaded by producers to 
secure the advantage of the high prices. 
Prices fell rapidly, the fall being accentu¬ 
ated by the Government’s adoption of the 
policy of deflation (see post, page 356), and 
by the restriction of credit facilities and the 
calling in of loans by the banks. Credit 
suffered a severe blow and everywhere 
conditions became extremely depressed. 

The lowest point in the post-war slump was 
reached in September, 1922, when the 
Board of Trade Index Number stood at 
154-3. From that time up to December, 
1924, as confidence revived and the purchas¬ 
ing power of the belligerent countries 
increased, there was a gradual rise in prices. 

After the first half of 1925, however, the 
upward movement was checked, and prices 
fell steadily. After a temporary revival, 
a world-wide slump began in 1929, until, 
in 1931, wholesale prices were in many 
cases down to 1914 levels. The slump led 
to severe financial crises in several countries, 
and was a major factor in forcing Britain off 
the gold standard in 1931. The depression 
continued and became widespread, leading 
to the abandonment of the gold standard by 
most countries. 

Re-armameat programmes stimulated activity 
in certain industries and led to a minor 
boom that lasted until war broke out in 1939. 

Short supplies, heavy demands, full employ¬ 
ment and currency increases—the inevitable 
concomitants of war—sent up prices. 
Government fixing of maximum prices, 
strict rationing of supplies, Government 
borrowing and increased taxation kept the 
rise within manageable bounds, but could 
not prevent it entirely. 

After the end of the Nazi war, prices still rose 
and inflation occurred. The continuance of 
controls coupled with heavy taxation held 
inflationary tendencies partially in check, 
but by 1947 inflation had increased con¬ 
siderably. A policy of disinflation was 
adopted in 1948, but inflation nevertheless 
continued. 
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Effects of Fluctuations in Prices 

The value of any person’s income depends on its power to purchase 
the goods and sendees produced by others. If all persons were equally 
affected by changes in the value of money, i.e., changes in the general 
level of prices, such changes might not have any very serious results. 
Unfortunately, however, these changes tend to benefit some classes and 
injure others, so disturbing trade and industry and causing sectional 
unrest. 

From this point of view people may be divided into two broad 
classes : first, those who are able to adjust their incomes comparatively 
quickly to rises in prices ; and secondly, those whose incomes are 
fixed for a long time ahead in terms of money. In the first group are 
producers of commodities in fairly regular demand, who can raise their 
prices—and consequently their profits—in accordance with falls in the 
value of money. The second group includes professional men whose 
charges are fixed by custom, persons receiving pensions, annuities, 
retired pay, or allowances, and the rentier class, i.e., persons whose 
incomes consist primarily of interest from investments. Clearly, 
fluctuations in prices have different effects on these two groups. 

In considering the general effects of fluctuations in prices it is 
convenient to distinguish between their reactions on the production of 
wealth (or, as it is sometimes stated, on the volume of the National 
Income), and their reactions on the distribution of that wealth or 
income. 


Effects on Production. —Violent fluctuations in prices react 
adversely on the production of wealth because they create uncertainty, 
one of the greatest enemies of healthy business enterprise. In modem 
industry, production is almost always initiated long ahead of demand 
on an estimate of what that demand is likely to be. Countless operations 
are nowadays conducted on a credit basis underlying which are faith, 
hope, and expectation. Appreciable changes in the general price-level-y¬ 
in other words, in the purchasing power of money—disturb this basis 
of sound trading because they cause purely arbitrary, and usually 
unforeseeable, changes in the relationships between those who have 
to pay and those who have to receive. Even when such changes arc 
spread over a long period, they may produce serious effects ; when 
they take place during relatively short periods they do incalculable harm. 

Effects on Distribution of Rising Prices.— Of the broad classes 
in the community which we have distinguished—those who are readily 
able to adjust their incomes to upward movements in prices, and those 
who are less fortunately placed—those in the first class, *oug ? 
synonymous with the business or producing community, are beneficial y 
affected by rising prices. The prices of the goods and services produce 
by these classes immediately respond to a fall in the value of 
but the costs of labour (wages) and of capital (interest) rise more slow y- 
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There is always a lag between the upward movement of prices and the 
rise in wages and other items in costs. Even when profits are rapidly 
expanding, the workers have usually to fight hard for additional wages 
to meet the higher cost of living. Moreover, producers generally 
obtain higher prices for their goods than those on which their estimates 
were based. Consequently, profit margins are widened, business is 
stimulated, and the business classes reap rich rewards. This reacts 
psychologically on business confidence and leads to a rapid increase in 
productive activity. Rising prices, therefore, are said to be “ good for 
trade.’* 

On the other hand, since wages and salaries lag behind prices, the 
working classes tend to lose, and there is a growth of discontent and 
hardship. The duration of this time lag, and therefore the extent of 
the loss to the workers, depends chiefly on the efficacy of the trade 
union organization, and on the efficiency of the machinery, if any, for 
the automatic regulation of wages. 

Very serious effects of rising prices result from the fact that while 
debtors gain, creditors lose, since money borrowed at a time when its 
purchasing power was high is paid back when its purchasing power is 
low, while interest payments are lightened from the debtor’s standpoint 
and become of less real value to the creditor. Rising prices are thus 
politically beneficial in so far as a country’s national debt becomes 
a smaller real burden to the taxpayer, although this advantage may be 
offset by the increase in Government expenditure caused by the rise in 
prices. The rentier classes suffer most because the real value of their 
incomes, as well as of their capital, falls as prices rise. 

Effects on Distribution of Falling prices.— Falling prices have 
exactly opposite effects. People of the rentier class are benefited by 
the increase in the purchasing power of their incomes, and by the 
increased real value of their capital. Creditors (e.g., Government stock¬ 
holders) gain whereas debtors (e.g., the taxpayers) lose, so that the 
internal debt and its annual charge become a greater real burden to the 
community, until such time as the Government, by means of conversion 

operations or otherwise (see Chapter 34), is able to reduce the interest 
on its loans. 

The producing classes suffer because prices fall more rapidly than 
wages and other production costs can be reduced. Profit margins are 
narrowed ; they may even disappear and be converted into losses. 
Hence business is depressed. Producers aim at curtailing, or at any 
rate at not expanding, production. The psychological effect is to 
increase the existing depression, and it is universally agreed that falling 
prices are “bad for trade.” To some extent the wage-earners gain 
because wage-reductions are strenuously resisted and lag behind the 
fall in prices, but labour, as a whole, bears its main share of a depression 
in the form of unemployment. Thus, falling prices, i.e., a rise in the 
value of money, mean that non-producers benefit whereas the producing 
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classes suffer loss ; labourers are put on short time and unemployment 
increases, and there is a continual drag on credit, current industry, and 
enterprise, due to the enhancement of past burdens in the form of 
debt and fixed charges. 

Clearly, fluctuations in prices are of the profoundest social signi¬ 
ficance, and may exert immeasurable influence on the production and 
distribution of wealth. Indeed, it has been said with a great deal of truth 
that the instability of the value of money is the greatest economic draw¬ 
back of modern times, though this must not be taken to mean that the 
removal of instability in the value of money (which would undoubtedly 
constitute a great economic benefit) would entirely eliminate those trade 
fluctuations which have such harmful social and economic repercussions. 


Inflation and Deflation 

It should now be clear that the effects of rising and falling prices 
are the effects of a changing and not of a changed currency. It is the 
process of change in the value of money that brings about important 
reactions on production and distribution, and such reactions will 
continue until the community has adjusted itself to the new currency 
conditions. This explains the great controversy that always surrounds 
any monetary policy that deliberately aims at forcing prices up or 
down by “ inflation ” or “ deflation.” 

Inflation may be defined as an abnormal expansion of currency 
and credit that results in a rise in the general level of prices. It is quite 
distinct from an ordinary expansion of currency and credit, such as 
may be rendered necessary by an increase in trade or population, and 
is frequently the result of a Budget deficit. 

Deflation denotes a contraction of currency (and usually of credit) 
relatively to trade requirements, so leading to a fall in prices. This, 
normally, involves a reduction of credit facilities and a greater 
discrimination in granting loans. 

Inflation and deflation may be the result of changes in ( a ) the 
volume of the gold backing to a convertible currency, or ( b ) the 
volume of credit, or (c) the volume of an inconvertible paper currency. 

Where a currency is backed by gold, a large inflow of gold not 
neutralized by an increase in the volume of goods or otherwise counter¬ 
acted by the monetary authorities would ordinarily lead to an increase 
in the volume of currency and a rise in prices. This is gold inflation , 
i.e., an upward movement of prices due to abundance of gold, n 
reverse circumstances, when gold flows out and there is no correspon ing 
fall in the volume of goods or no other counteracting measures, there 
would be gold deflation , i.e., a downward movement of prices due to a 
shortage of gold. Inflation and deflation of this kind usually generate 
their own correctives, i.e., they set in motion counteracting forces. 

The inflation of credit may be the result of deliberate action on the 
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part of the monetary authorities, who, with a view to raising prices, 
take measures leading to an expansion of credit ; or it may arise 
automatically when banks increase the volume of their loans, relatively 
to their cash reserves, in response to the demands ol traders during 
periods of high trade activity. 

The deflation of credit likewise may be either deliberate or 
automatic : the monetary authorities may deliberately cause a con¬ 
traction of credit, or credit may automatically contract as the banks 
reduce the proportion of their loans during a period of depression. 

When a national currency is inconvertible, inflation takes place 
if the Government, to meet heavy extraordinary expenditure, e.g., on 
war, resorts to excess issues of paper currency, or borrows heavily 
from investors and from the banks and sets in motion the so-called 
“ vicious spiral.” Funds paid out by the Government create deposits 
which lead to increased loans. One form of credit creates another and 
leads to an increase in the volume of the community’s purchasing power. 

Conversely, currency deflation results when the Government takes 
steps to withdraw inconvertible notes, to restrict its borrowings and 
generally to decrease the basis of credit expansion. 

In modern times there have been numerous cases where inflation or 
deflation has been deliberately carried out by the State with the aim 
of raising (or lowering) prices. Since rising prices benefit debtors, a 
government suffering under a heavy load of debt may seek to reduce its 
burden by inflating the currency. A government may also deliberately 
inflate with a view to bringing about a rise in prices which, it believes, 
is necessary to revive trade. 

Effects of Inflation and Deflation 

When a currency is greatly inflated, five main stages may be detected. 
In the first place, prices, profits, and money wages rise, but despite the 
apparent prosperity there is no rise in the general standard of living. 
Secondly, inflation breeds further inflation. As the rise in prices con¬ 
tinues, the cost of Government supplies becomes heavier, and the 
increased expenditure has to be met by further inflation. Thirdly, the 
currency becomes an unsuitable store of value, and people give up 
saving in domestic money. Some purchase foreign currencies which 
are still effectively tied to gold ; others purchase goods the value of 
which is likely to endure, while business firms invest their profits 
immediately in new machinery and plant. The spendthrifts indulge 
in an orgy of extravagance. The fourth stage is marked by violent 
fluctuations in prices out of all proportion to the changes in the supply 
of money. In most cases people have become accustomed to inflation, 
and knowing the probability of its continuance, endeavour to anticipate 
it by charging “ to-morrow’s price.” Thus, although currency is abundant , 
it is always scarce relative to the level of prices. If the inflation is stopped 
and the currency is stabilized, it is found that practically all the issued 



358 


ELEMENTS OF ECONOMICS 


currency is actually circulating, and there is a shortage of liquid capital. 
But if inflation is allowed to proceed, the currency finally breaks down 
as a standard of value. People refuse to enter into long-term contracts 
in terms of a rapidly depreciating currency, the currency may lose its 
acceptability for all purposes, and cease to be money. 

During this process, great changes will have taken place in the 
distribution of wealth. The rentier class will have suffered severely, 
while producers will have reaped extensive profits. 

On the other hand, the effects of rapid and pronounced deflation 
are not such as to be welcomed, for, when prices are rapidly falling, 
capital development practically ceases, and repairs and renewals are 
reduced to a minimum. Producers, as we have seen, curtail their 
output, and workers suffer through unemployment. Profits diminish 
and trade generally becomes depressed. Both inflation and deflation 
have thus most important psychological effects on the economic 
organization. While inflation tends to over-confidence, dangerous 
speculation, and an extension of business which is not justified by the 
real economic position, deflation tends to lack of confidence, stagnation, 
and a greater general depression than is justified by the underlying 
strength of the economic fabric. 

Evils of Inflation are Avoidable 

The inflation of a currency need not proceed through all the stages 
mentioned above or end in chaos. In fact, if the monetary authorities 
keep a firm hand, inflation need not go beyond the early stages, and 
disaster consequently can be avoided. Although the currency of Great 
Britain was inflated from 1914 to 1920, it was so carefully regulated by 
the authorities that the price-level never rose as much as four times 
that of 1914. In Germany, on the other hand, uncontrolled inflation 
caused the price-level to rise to millions of times that of 1914. 

Likewise, from the outbreak of war in 1939 until 1948 there was 
a vast increase in the volume of money in Britain—aggregate note 
circulation and bank deposits rose from £3,455 to £9,700 millions— 
but, by careful control of the inflationary tendencies, the vast increase 
in purchasing power was prevented from exercising the effect on prices 
that it otherwise would have done. The tendencies included:— 

1. A rise in wages which, on an average, amounted to 100 per cent 
between 1939 and 1948. 

2. Failure of output to keep pace with rising wages , e.g., in coal¬ 
mining, wages during the period increased by 200 per cent, but 
there was no commensurate increase in output. 

3. Shortage of consumers' goods , caused by limitation of supplies, 
concentration of industry, and the reduction both of home pro¬ 
duction and of non-essential imports. 
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4. Rise in cost of imports due to the rise of world prices, increased 
shipping charges, and unfavourable exchange rates. 

Among the measures taken to hold inflation in check and offset the 
increase in purchasing power were:— 

1. Control of prices affecting the cost of living by (a) rationing and 
fixing maximum prices for essential commodities ; (b) pegging food 
prices in conjunction with subsidies to producers of food and raw' 
materials ; and (c) fixing maximum charges for certain services. 

2. Control of prices of non-essential goods by (a) prohibiting 
production and importation of luxury goods; (b) limiting ability 
to purchase, e.g., by rationing clothing, by a priority-docket system 
for furniture, etc.; and (c) introducing fixed-price ranges of 
“ utility ” goods. 

3. Control of total purchasing power by drastic taxation on 

(a) incomes : Income tax rose to 10/- in the £ and allowances were 
reduced. The reduction of certain personal allowances was to some 
extent compensated by deferred rights to repayment in the form of 
Post-War Credits, the first of these refunds (to tax payers over 
65 years of age (men) and 60 years of age (women) being made in 
September, 1946 ; (6) profits —by the introduction of Excess 

Profits Tax (originally 100 per cent, then 60 per cent and abolished 
in 1947) ; and (c) purchases —by the Purchase Tax introduced in 
1940 (and subsequently amended) imposing tax at rates varying 
between 100 per cent, and 16* per cent, on a wide range of articles. 

In spite of the immense burden of taxation, even by 1942 less 
than 50 per cent of the war expenditure was being provided for 
otherwise than by borrowing. 

4. Intensive propaganda , based on patriotic appeal, e.g., wide¬ 
spread National Savings Campaigns, as a result of which a large 
proportion of the surplus spending power was diverted into savings 
and away from spending on consumers* goods. 

War experience showed that, from the point of view of its effect on 
prices, the amount of the increase in the volume of money is of less 
importance than the use to which the increase is put. 

Reflation 

Deflation, as we have seen, is a raising of the value of a currency, 
i.e., a lowering of the general level of prices, usually deliberately 
undertaken in an attempt to restore normality after a period of inflation. 
But just as inflation may be carried to extremes, so also may deflation, 
and, unless something is done to counteract the depressing effect of 
low prices, trade will continue to stagnate. This is precisely what 
happened in most countries after the collapse of the boom in 1929 and 
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it came to be realized that a policy of carefully controlled inflation was 
essential to world recovery. In view, however, of the unpleasant 
association of the word “ inflation ” with currency depreciation and 
collapse, an expansion of currency and credit designed to counteract 
the effects of past deflation has been described as “ Reflation .” 

Several methods are available to a government which has decided 
on a policy of deliberately controlled inflation : (a) remission of 

taxation to encourage enterprise (the Budget deficit being met by 
borrowing or issuing more currency) ; ( b ) arranging, in co-operation 
with the central bank, to make money cheap, so forcing down bank- 
interest rates, and thus driving the savings of the nation into investment 
in productive enterprise and encouraging borrowing for such enter¬ 
prise ; (c) starting public works, financed out of loans or currency 
issues. 

Of these methods, the most favoured nowadays is the cheap money 
policy, directed largely to encouraging industries producing producers’ 
goods and so stimulating the whole economic machine. The remission 
of taxation is impracticable because it would lead to a Budget deficit 
and might easily undermine confidence and bring adverse reactions in 
its wake. Public works expenditure is probably the soundest method. 
It means effective expenditure on suitable objects and when 
completed is represented by assets that may be revenue producing, 
but it would prove inadequate in existing circumstances. Fiscal 
policy is now a prime consideration in national policies aiming at “ full 
employment ” and is closely bound up with problems of the Trade 
Cycle (see Chapter 30). 


Disinflation 

By 1948-49, the Government found it increasingly difficult to keep 
inflation in check. There was much leeway to be made up in production 
and in consumption ; purchases of essentials, held up during the war, 
could no longer be postponed. Machinery, tools, clothes, furniture, pots 
and pans had to be replaced, and there was no longer the same urgency 
not to spend as there was when the Nation was engaged in a struggle for 
existence. 

Though much more purchasing power was available, there were 
few goods on which it could be spent, for most goods were in short 
supply and many goods were rationed. Thus the extra purchasing 
power tended to be spent on non-essentials outside the rationing system 
and caused the prices of such uncontrolled goods to soar. 

The Government, obliged to rectify Britain’s heavy balance of 
payments deficit by increasing exports, aimed at keeping down produc¬ 
tion costs so as to improve the Nation’s competitive strength in world 
markets, and, to this end, opposed demands for wage increases to meet 
the increased cost of living. 
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To avoid a repetition of the deflation difficulties that occurred after 
tke first World War, the Treasury set in motion a policy of “ disin¬ 
flation,” i.e., it sought to check inflation by taking up excess purchasing 
power. It tried to curb demand without interfering with industry. 
Thus, inflation was held in check in 1947-8-9 by maintaining heavy 
taxation and by cuts in capital expenditure. In brief, a Budget surplus 
was deliberately planned to absorb surplus spending pow'er (thus 
reducing the demand for goods) and to provide the Government with 
funds which it applied to reduce the National Debt. 

Disinflation thus resulted in austerity for the consumer but 
stimulated activity for the producer in the interests of the export drive. 
After 1950, the need for vast funds for rearmament and for the in¬ 
creasing social services enforced a considerable relaxation of this policy. 



CHAPTER 26 


THE FUNCTIONS OF CREDIT AND BANKING 

CREDIT AND ITS FUNCTIONS 

The essence of every credit transaction is that one person transfers 
goods or money to another in return for a promise to pay an equivalent 
value at some future time. Credit is an arrangement for deferred 
payment; its elements are confidence, amount , and time. The borrower 
gets the immediate use of goods or money belonging to another, while 
the lender runs a certain amount of risk that his loan will never be 
repaid. 

A man’s credit is, therefore, said to be good or bad according to 
the readiness with which people accept his word or signature as a bond 
for future payment. This depends, of course, on his known ability and 
willingness to meet his obligations promptly, and in the business world 
the highest value is placed on the retention of such a reputation for 
solvency and prompt payment as will ensure an immediate acceptance 
of the name of a person or firm as good for any obligations undertaken. 
Apart from this moral basis, credit transactions are protected also by 
law, inasmuch as a creditor can always obtain the assistance of the law 
in enforcing his right against the debtor, and in compelling the latter 
to discharge his legal liability. It is therefore natural to find the highest 
development of the credit system in those countries where there exists 
a high standard of business morality, a well-maintained security of 
private property, and a strict enforcement of the law. 


Credit Instruments 

As we have seen, one element of a credit transaction is the giving 
of a promise to repay at a future time. Usually such a promise is given 
on paper, and in a modern community it may exist in several forms, 
known collectively as credit instruments , examples of which are bank 
notes (other than legal tender notes), cheques, bills of exchange, 
promissory notes, postal orders and money orders. 

Underlying all credit instruments is the idea of confidence—the 
knowledge on the part of the holder that the document represents 
purchasing power, that it can be given in exchange for goods or services 
or money. Credit instruments are, in fact, simply substitutes for cash ; 
their intervention economizes its use and also facilitates exchange on 
a large scale. 
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In the case of the cheque, bill of exchange and promissory note, the 
confidence is a strictly personal one : the promise to pay is clearly 
evidenced by the signature of the giver of the instrument, and by that 
signature he is both morally and legally bound. By that signature, also, 
the worth of the instrument is judged : if the credit of the signer is 
good, the cheque, bill or note may pass as a medium of payment in 
several transactions ; if it is bad, the circulation of the instrument is 
restricted accordingly. Thus we find that, as a general rule, cheques 
and bills circulate only in a limited circle within which the financial 
soundness of the parties is known ; and that bills change hands far 
more frequently than cheques, which are used principally for single 
transactions only as between drawer and payee. 

Bank notes are on a different footing. In normal conditions the 
credit of the issuers is usually undoubted, and the security of the notes 
is ensured by the keeping of adequate reserves according to statutory 
provisions. Consequently, when such notes are passed from hand to 
hand they are accepted not so much on account of the credit of the 
transferor but because of the credit of the issuers. And when, as is 
commonly the case, such notes are legal tender, they are properly 
regarded, not as credit instruments, but as money or cash , whether they 
are or are not convertible into gold. 

The advantages of credit instruments are incalculable. The amount 
of metallic tender currency is quite inadequate to perform all the 
exchanges in a modem community, while such currency is an expensive 
and inconvenient medium of settlement as compared with notes, bills 
and cheques, which have considerably facilitated exchange and made 
possible the perfection of modem large-scale organizations for the 
cancellation of indebtedness. 

Book Debts and Loans 

Evidence of the giving of credit may exist in forms other than the 
instruments already mentioned. A sale on credit by a tradesman or an 
advance of money by a banker is evidenced simply by an entry in the 
books of the tradesman or of the banker, and no promise signed by the 
borrower may exist. But the right of action on the one hand and the 
liability on the other are just as clear as if an instrument existed, and 
the transfer of credit by book entries is recognized universally as 
involving a legal and a moral obligation. A feature of modern com¬ 
mercial organization is the enormous increase in the transfer of credit 
by means of book entries, which reaches its highest pitch of intricacy 
and yet wonderful perfection in the clearing houses and stock markets 
The greater the civilization of a community and the higher its develop¬ 
ment, the more efficient usually are its system of credit and its methods 
of cancelling indebtedness. Mention of the clearing houses brings 
home to us the dependence of the modem credit system on the 
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organization of banking institutions; in fact, the present-day credit 
system owes its vast development to the wonderful efficiency of banks . 
and bankers, whose chief function it is to deal in loanable credit. 

Frequently loans by one person to another are evidenced by 
instruments of various kinds, such as bonds and debentures. Joint-stock 
companies, especially, obtain considerable amounts of capital by the 
issue of debenture bonds or debenture stock. Debentures to bearer are 
negotiable instruments in the same way as bills or cheques, but they 
are not used to the same extent for the settlement of transactions in the 
ordinarv course of business, because their current market price may 
vary a id is not over any period fixed in terms of the unit of account. 


The Functions and Utility of Credit 

As we have shown, the use of credit instruments economizes the 
use of legal tender, and provides a very convenient medium of exchange 
for the settlement of debts. But this by no means exhausts the functions 
of credit in a well-organized community. The great advantage of 
credit, in its broadest meaning, is that the reputation of one man or 
firm may be made use of for trading purposes by another. A great bank, 
with almost unlimited credit in the sense of reputation for solvency, 
may transfer the benefit of that reputation in a multitude of directions : 
to enable an enterprising but perhaps little-known London merchant, 
not possessed of much capital, to buy goods to the value of thousands 
of pounds from Australia; to enable a reliable farmer, of little means, 
to become possessed of a farm which he can cultivate successfully and 
profitably ; to enable a great railway or a newly-developing State to 
borrow considerable sums of money from or through banks that have 
accumulated the funds in the form of small and large balances belonging 
to numerous depositors living in widely-scattered localities. 

In other words, credit permits the collection of a multitude of 
small savings into centralized reservoirs (i.e., the banks) whence they 
can be drawn in small or large quantities for productive purposes. 
The proportion of idle capital is thus minimized, large undertakings 
involving huge capital are made possible, production as a whole is 
stimulated, invention and industry are encouraged, and enterprising 
men are enabled, without hardship, to obtain finance for ventures that 

benefit themselves and the community. 

An important function of credit is to finance the producer engaged 

in turning out goods in anticipation of demand. This system of pro- 
duction, as we have seen, is a characteristic of modern industry— 
a characteristic which it would have been impossible to develop in the 
absence of credit facilities sufficiently elastic and progressive to keep 
pace with the ever-increasing demand for financial accommodation. 

The careful regulation of the volume of credit can minimize price 
fluctuations and stabilize trade. This can be achieved by a restriction 
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of credit facilities when a “ boom ” is imminent and speculation is rife, 
and by an expansion of credit when trade is reviving slowly after a 
period of depression. (See post , Chapter 30.) 


The Dangers of Credit 

The greatest danger of credit lies in its liability to excess. There is 
always a possibility that more notes will be issued than are necessary 
for the community’s use at the existing level of prices, or that more 
bank advances will be granted than are warranted by the state of the 
available bank reserves, or that trade credit to purchasers will be 
expanded beyond their capacity to fulfil their obligations. Such con¬ 
ditions arise when the confidence induced by general prosperity in 
trade and industry leads to over-production and speculation. An 
enormous superstructure of credit may then be built up on a very 
small reserve, and any outstanding event that shakes public confidence 
may bring about a severe contraction of credit facilities, with consequent 
commercial and financial losses and a period of trade depression. 

Speculation is made possible by the development of credit, and may 
result in considerable fluctuation in the prices of commodities as well 
as in other dangers. Most speculators work on borrowed money, and 
an extension of credit is bound to follow action by several speculators 
who borrow in order to purchase goods or otherwise embark on 
speculative transactions in anticipation of rising prices. One speculator 
may anticipate a rise in the price of wheat, and, with the object of 
making a profit, may buy now' so as to sell later at an enhanced figure. 
Other speculators do the same, practically all of them buying on credit 
or with funds borrowed from a bank. The increased purchases—other 
things being equal—will force up the price of wheat, and the rising 
price of the commodity will stimulate further speculation. If such 
operations are overdone, the rise may be far greater than w r as ever 
anticipated by the original dealers, and any fall which ensues will be 
all the greater by reason of the over-speculation. If trade is expanding 
and a boom period is anticipated, speculation on a credit basis may 
extend in all directions, and prices of a great number of commodities 
may be forced up to higher levels than is economically justified, with 
consequent detrimental effects on the community as a whole. 

In certain directions, the modern credit system tends to disguise 
financial weakness. For example, it may encourage and enable an 
entrepreneur to continue a losing business with the help of borrowed 
capital. In the absence of credit facilities, such a business man would 
be forced to cease his operations, but by borrowing he can continue 
until his eventual failure brings loss and possibly hardship to those 
whose capital was entrusted to him. 

Another danger of a highly developed credit organization is that it 
makes possible the control of vast capital by monopolistic combinations of 
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producers, and, although the results are not necessarily harmful, they 
may not be so beneficial as when the capital is in the hands of a number 
of individual producers. Frequently the control of large capital by 
certain individuals and organizations leads to the exploitation of 

workers and consumers, to an undue increase in prices, and to unfair 
competition against smaller concerns. 

It must be recognized, too, that when credit is easily obtained in 
periods of expanding trade waste may be encouraged , particularly on the 
part of Government Departments and irresponsible business men. 

Influences Determining the Volume of Credit 

The expansion or contraction of credit depends, on the one hand, 
on the willingness of lenders to grant credit and, on the other hand, 
on the willingness of business men and others to enter into the obliga¬ 
tions entailed by the receiving of credit. Willingness to acquire 
credit, e.g., to borrow, depends largely on the anticipated profitability 
of the uses to which the borrowed credit may be put, and this, in turn, 
depends upon a number of important factors which also affect the 
willingness of lenders to grant credit. 

First of these influences are general trade and industrial conditions. 
When trade is good, credit is usually abundant, but bad trade creates 
distrust and fear of the future, which are accompanied by depressed 
conditions of credit. 

The second factor is the state of public confidence and general security. 
When confidence is high, credit is good, but the superstructure of 
credit is quickly contracted by any event which shakes public con¬ 
fidence, such as the outbreak of war, a great earthquake, or widespread 
anticipation of governmental interference with the currency. 

In 1923-24, for example, a dreadful earthquake in Japan and 
proposals to inflate the currency in Britain considerably disturbed 
world credit conditions. Before the outbreak of the 1939-45 war, too, 
recurrent financial and political difficulties caused crisis after crisis. 

Foreign Affairs and the Political Outlook are important chiefly 
because of their influence on public confidence and the feeling of 
security. The outbreak of a war (cf. 1939) is always followed by a 
contraction of credit, for the uncertainty causes bankers and others to 
strengthen their reserves and to reduce their commitments. A change 
of government has a similar effect, particularly if its policy is distrusted. 

Speculation is an important influence by reason of the fact that 
most speculative enterprises are instituted and conducted on borrowed 
money, i.e., on credit. Consequently in a period of active trade 
culminating in a boom, speculation is rife. Speculation and credit 
expansion go hand in hand, and as speculative enterprises are the first 
to suffer when credit contracts, so is a threat of reduced or dearer 
credit facilities followed at once by a decrease in speculation. 
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Government Financial Operations have a most important influence 
on the volume of credit. To meet Budget deficits and heavy extra¬ 
ordinary expenditure (e.g., for war purposes), Governments may borrow 
on a vast scale, and the securities they issue in return are used by the 
banks and others as the basis of credit expansion. 

Lastly, may be mentioned the effect of the State of the Currency . 
A sound currency system with safeguards against excess issues promotes 
an expansion of the credit superstructure. As we shall see later, 
a fundamental principle of modern banking is that credit can be created 
to several times the extent of the actual cash reserve held. Consequently, 
a sound currency permits bankers to maintain a low ratio of cash to 
liabilities, and so to extend their credit facilities. On the other hand, 
an unsound currency creates distrust and uncertainty, and leads 
inevitably to a restriction of credit. 

As was shown in discussing the Quantity Theory of Money, the 
amount of credit is a determinant of the general level of prices. 
Consequently it is of paramount importance that credit facilities should 
be subject to careful control, an important and controversial matter to 
which we shall return later. 


Credit and Capital 

Credit must be distinguished from capital. Capital is wealth used 
in production to create further wealth. Credit, however, cannot create 
wealth and is not itself an instrument of production. It is an instrument 
or mechanism which, by its intervention, enables production to be 
carried on. Credit permits the transference of wealth from those who 
cannot utilize it effectively to those who can turn it to profitable use. 
Credit is thus of enormous importance in production, and benefits not 
only the immediate parties but also the community as a whole. 

It is sometimes said that a credit instrument, such as a bill of 
exchange or a cheque, is capital in itself; this is not strictly correct. 
Such instruments represent capital; they stand for houses and land* 
machinery and raw materials, the transfer of which is greatly facilitated 
by their use. The transfer of a credit instrument always involves two 
elements : a right on the part of a creditor, and an obligation on the part 
of a debtor. It does not itself create wealth or enter into production 
but the material objects for which it stands may so enter, and may 
increase national wealth. 


Consumers’ Credit 

The extension of credit to consumers by means of what is known 
as the “ open credit,” that is, by the granting of permission to “ run 
up an account,” is by no means new, nor is the system of buying goods 
by deferred payments at regular intervals a novelty. Hire purchase , 
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as it is known in this country, or instalment buying , as it is known in 
America, has long been in use in many highly respectable businesses, 
particularly in the piano and motor industries. Building societies, also, 
allow similar facilities to buyers of houses, the prospective house owner 
paying an initial deposit and instalments spread over a series of years. 

Of late years the system whereby the consumer pays for the goods 
while he is consuming them, instead of paying in advance as he does 
when he pays cash, has been extended to many other industries. The 
creditor is secured because he has the right, if the debtor defaults, to 
retain the instalments paid up, and to recover the goods, subject to the 
approval of the Courts. Consumers’ credit thus affords to industry 
a stimulus complementary to that given by producers’ credit. 

Though the system is capable of wide application, it cannot be 
adopted in all cases. It cannot be successful where the merchandise 
is very quickly consumed ; the commodity must be durable, since 
perishable goods cannot be reclaimed. It is best applied to standard 
products, since special orders lose their value if reclaimed. Further, 
at any time before payment is completed the merchandise should be 
worth at least the amount outstanding under the hire purchase 
agreement. To this end the length of the agreement has to be adjusted 
to the nature of the commodity. 

The advantages of the system are many. Saving, being compulsory, 
is made easier ; demand is increased ; the manufacturer finds a market 
for his finished goods ; and trade activity is stimulated. As supply can 
be more scientifically regulated, the system makes for greater stability 
of production, and the incidence of the trade cycle should be mitigated. 
Mass production is encouraged and both producers and consumers 
reap the benefit of increasing returns. 

One of the most powerful arguments that can be adduced in 
support of consumers’ credit is that it is far more sensible to grant 
credit to consumers to enable them to buy what has been produced than 
it is to grant credit to producers to produce goods which cannot be sold. 

Arguments against the system are numerous. It is held that to 
use goods for which one cannot pay at once is to anticipate the trade 
of future years and that people are encouraged to indulge in extravagance 
and to buy goods for which they have no real need, and which are worn 
out before they are paid for. The psychological effect of living in debt 
may be more harmful than the beneficial effect of enforced saving. 

It is also argued against the system that it tends to intensify booms 
and depressions in trade. During a boom, when incomes are high, 
there is a tendency on the part of consumers to enter recklessly into 
instalment contracts, and the resultant increased demand for goods 
gives an additional fillip to industry. When the depression ultimately 
comes, the falling-off in demand due to the depression is accentuated 
by the decreased demand on the part of what we may call “ instalment 
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consumers,” who, despite the fall in their incomes, have heavy 
payments to make under the instalment contracts into which they have 
entered and have consequently even less to spend on commodities and 
services than they would have otherwise. 

The fear has also been expressed that the system is likely to involve 
traders in heavy losses through bad debts, but in practice it is found 
that the percentage of losses thus incurred is almost negligible. 

The real test of hire purchase or instalment buying seems to be the 
nature of the article to which the system is applied. If the article is of 
lasting quality, the instalment system is probably beneficial. If the 
article’s use is of short duration, and the article is consumed before the 
payments are completed, harm may result. Hire purchase is of 
particular benefit in the case of capital goods (e.g., machinery), which 
enable the producer to increase his output or to improve his methods 
of production earlier than he could otherwise do. Such goods may earn 
their cost while the hire-purchase payments are being made. 

Special machinery has been developed for the finance of hire 
purchase schemes. A merchant cannot finance hire purchase because 
it involves the tying-up of capital for long periods with little return. 
The banks cannot undertake it because the security offered by hire 
purchase traders is usually unacceptable to them. Hence this business 
is conducted by specialist finance institutions which provide the 
necessary financial accommodation if the supplying firm is sound and 
of good repute. 


BANKING AND ITS FUNCTIONS 

Banking institutions are the most important part of the credit 
mechanism of a present day community : they organize and control 
the issue and circulation of bank credit instruments, and regulate the 
granting of bank credit in the form of advances and loans. It is the 
prime function of a banker to co-ordinate the demand for and the 
supply of floating funds, and to apportion such funds among the various 
producers within the community. We have said that the efficient 
entrepreneur can usually obtain funds for his enterprises ; in supplying 
these funds banks discharge an economic function of the first import¬ 
ance. In effect if not in name, they are traders in loanable capital, 
borrowing that capital from depositors in order to lend it to borrowers! 


Money Changers 

The earliest banks were merely money changers, facilitating trade 
by changing one currency for another and enabling merchants to obtain 
good currency at a time when a great variety of debased coins was in 
existence. Gradually they undertook to safeguard money on behalf of 
its owners, to whom receipts were issued signed by the bank. Here 
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was the germ of that confidence which now permeates the credit 
organization : belief in the soundness of the bank was sufficient to 
induce a man to leave his gold in exchange for a signed slip of paper. 
The holders of the receipts were not long in making the important 
discovery that a most convenient way of paying debts was to hand their 
creditors the receipts carrying the right to gold at a certain bank. 
To facilitate this use, the receipts were made out in such a form that 
the gold held against them could be demanded by any holder, and 
a further advance was made when each depositor was given, not one 
receipt, but a number of receipts for small and convenient sums. Thus 
was the signed slip beginning to discharge the functions of the bank 
note as we know it today. 

The Issue of Notes 

But the safe-keeping of gold was a troublesome and expensive 
matter. The bankers found themselves continually with a large 
accumulation of gold on hand, only a small proportion of which was 
required at any time to exchange for such receipts as were presented ; 
for those who owned the gold were well content to leave it in safe¬ 
keeping, and those creditors who were handed the receipts or notes 
were quite content to pass them on again without troubling to ask the 
banker for money in exchange. At the same time, many people existed « 
who desired loans against security, and so we find the bankers arranging 
to make a little profit for themselves by lending out part of the gold in 
their keeping in consideration for the payment of an agreed rate of 
interest. To some borrowers gold itself would be given ; others were 
content to take the banker’s signed notes for such amounts as they 
required. 

Unhappily, there was for a considerable time no attempt by the 
State to control such activities, and consequently the history of many 
note-issuing banks is one long record of failure due to the keeping of 
inadequate reserves. Such failures naturally caused widespread 
distress, frequently resulting in a financial crisis and disaster, so in 
course of time governments were compelled to assume responsibility 
for the note issues. The method generally adopted was to confine the 
right of issue to certain institutions which conformed with the necessary 
requirements, or were granted the special privilege of issue on account 
of their association with the central government or for other reasons. 
Control was instituted in this country early in the eighteenth century, 
when the Bank of England was given certain monopolistic rights of 
note issue so far as joint-stock banks were concerned. (See Chapter 26.) 

The Cheque System 

The issue of notes to depositors and also to borrowers is still an 
important function of banking in a number of foreign countries, but, 
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in Britain, cheques are widely used as a means of payment. The 
distinctive features of cheques and bank notes make evident the reasons 
which have led to the State regulation of the latter and the perfect 
freedom of the former. The bank note is regarded as cash. It passes 
freely from hand to hand and is accepted by persons who have no 
knowledge of the stability of the issuers. The cheque serv es a limited— 
usually a single—purpose, and is accepted only if the credit of the 
drawer is known by the payee to be good. 

Cheques are drawn for varying odd amounts, whereas bank notes 
are always for fixed, round sums, so that while bank notes are more 
generally useful and can be used for successive payments, cheques are 
more convenient for the settlement of individual transactions, and 
especially those of odd and/or large amounts. 

In many respects the cheque is a safer and more convenient 
instrument than the note. A bank note is regarded as cash, and is 
consequently liable to be stolen or lost. A cheque is valueless until it 
is filled in and signed, and even when it is so completed the owner has 
certain safeguards against loss of his money by theft or misappropriation. 
Further, the cheque can be filled up at any convenient time, and for 
any amount that the drawee bank will pay on behalf of the drawer of 
the instrument. For these reasons, the cheque system has been developed 
to a state of perfection, and cheques are issued for the settlement of an 
enormous volume of transactions, with great advantage to the banks 
themselves and the community generally. 


Main Functions of the Modem Bank 

Apart from the issue and control of credit instruments, modern 
banks perform the functions of lenders and borrowers on a vast scale. 
Deposits are accepted from every class and from every source, and in 
all cases an implied undertaking is given by the banker to repay the 
money either in part or in whole in legal tender. Such money becomes 
the banker’s absolute property, and he is free to dispose of it as he 
pleases. A substantial margin must necessarily be kept to provide for 
any demands for the withdrawal of funds, but the modem banker acts 
on knowledge gained as the result of generations of experience that 
only a small part of the total left with him will be required at any 
one time. Consequently, he employs most of the balance to grant loans 
and advances to the multitude of borrowers in the modern community 
who are anxious to make profitable use of the capital of other people. 
In addition to lending the money which he borrows, a banker employs 
for this purpose such of his own capital as remains after the provision 
of premises and equipment, but by far the larger portion of his loanable 
capital is obtained from the deposits of his customers. The borrowers 
are required to pay the banker for accommodation a higher rate than 
is paid by him for money deposited by other customers. The difference 
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represents his gross profit, from which must be deducted all necessary 
expenses and overhead charges. 

Thus the merchant or manufacturer is enabled to obtain adequate 
funds for his operations, and the small depositor is granted facilities for 
the safe investment of his surplus money. The bank is a great reservoir 
of loanable capital, into which flow countless small rivulets, gathered 
from every source and direction, and from which flow many streams, 
small and large, destined to drive the wheels of industry and float the 
vessels of commerce. By assisting the entrepreneur, and by providing 
the financial sinews of trade and business, banks perform a productive 
function of the first importance. 

Advances made by a banker may be granted ( a ) on Current 
Account ; or ( b ) on Loan Account ; or (c) by Discounting Bills and 
Promissory Notes. 

When an advance is granted on Current Account , the customer 
is allowed to “ overdraw ” by cheque up to a certain limit in such 
amounts as suit his convenience. Security is generally required, 
although many small overdrafts are granted on the mere estimation by 
the bank manager of a customer’s integrity and worth. No specific 
appropriation of funds is made by the banker in respect of such loans, 
although he may limit the amount which may be drawn at any one 
time or within a given period. On the other hand, in the case of 
advances on Loan Account a definite amount is placed to the credit of 
the borrower, while a loan account is debited with an equivalent 
sum and charged with the agreed interest on that sum until the loan is 
repaid. 

Discounting a bill or note means purchasing it at its market worth ; 
i.e., an amount is given for it which is equivalent to its face value, less 
the interest that would be earned by the amount of the instrument 
during the period remaining before its maturity, the proceeds being 
paid to the customer or placed to his credit in the bank’s books. 

As bills of exchange are usually secured by two or more names, and, 
being drawn for varying short periods (e.g., one, three or six months), 
mature at different dates, they provide a convenient, adjustable, auto¬ 
matically maturing and secure outlet for the investment of the surplus 
funds of bankers and others, with the almost certainty (guaranteed by 
the vetted “ names ”) that they will be taken up when due, or possibly 

before they are due. 

Investment. A large proportion of a bank’s funds is loaned to home 
and foreign governments, local authorities and municipalities, railways 
and other large undertakings, through investment in stocks and bonds. 
In Britain such investment is confined to securities which are 
undoubtedly safe and can be readily realized if necessary. 

In addition to the functions of accepting deposits and making 
loans against security, bankers perform a number of other important 
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functions as agents for their customers and other bankers, by taking 
care of valuables and securities, such as bonds, title-deeds, plate and 
jewels ; collecting and paying coupons and dividends ; transacting 
stock exchange and foreign exchange business ; acting in various other 
capacities, for example, as trustees, attorneys or executors, and as 
clearing agents, London agents, or correspondents of other banks ; 
issuing letters of credit, circular notes and traveller’s cheques lor the 
convenience of their customers ; and, further, by providing acceptance 
facilities, whereby their superior credit is used instead of or to reinforce 
the credit of traders (see Chapter 27). 

For most of these services a banker charges a commission which 
adds to the amount of profit obtained by him from his more essential 
functions of money-lending. 


The Maintenance of Adequate Reserves 

Modern banking rests on the principle that repayment of but a 
small part of the funds left in the hands of a banker will be demanded 
at any one time, and that only a relatively low proportion of legal 
tender need be kept on hand to meet withdrawals. The proportion 
varies with different banks, and depends on the general nature and 
main location of the bank’s business, on the bank’s individual experi¬ 
ence, on the general state of confidence and on the state of trade. 
In depressed and uncertain periods, a higher reserve is necessary than 
when confidence is high and credit is good. A bank with an extensive 
town business may require a larger proportion of liquid funds than 
one with a wide country connection because of the greater activity of 
trade in the town. In all cases, however, a bank’s cash reserve must 
be sufficient to meet all demands, normal and abnormal, otherwise its 
reputation and stability may suffer. 

A bank’s first reserve, or first line of defence, consists of legal tender 
currency kept by the bank itself or by a central bank on its behalf. 
After this comes money lent at call or at short notice to money market 
operators and stock exchange dealers, all of which can be quickly 
and easily recalled. Money employed in the discount of first-class bills 
is of equal liquidity. Such bills may be sold or rediscounted without 
difficulty (although the large banks are said never to do this), and, as the 
bank knows in advance what part of the total invested in bills of 
different maturities will fall due for repayment from time to time, 
it can arrange to re-invest the funds as they come along or use them to 
increase its cash reserves, according to the liquidity of its position at 
the time. 

Three main considerations influence a banker in apportioning or 
investing his funds, namely, (1) security; (2) ready convertibility; 
and (3) the need to make profits for the bank’s shareholders. In all 
first-class banks, the third consideration is subordinate to the others ; 
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the aim of making profits by loans and investments is always subject 
to the overriding policy of keeping adequate reserves of liquid funds. 

For these reasons, banks pay interest on deposits but not on 
current accounts because most deposits are accepted on the basis that 
the bank has the right to several days’ notice of withdrawal, during 
which cash can, if necessary, be accumulated to meet large demands. 
Further, banks which are essentially banks of deposit or savings 
banks cannot lock up a high proportion of their resources in long 
period loans to industrial undertakings and against land, as is done, 
for example, by the discount banks and agricultural credit banks of 
the Continent, by Britain’s Finance Corporation for Industry, Industrial 
and Commercial Finance Corporation, and Agricultural Mortgage 
Corporation, which exist essentially for such purposes and are organized 
and capitalized to fulfil such functions. 


The Creation of Credit 

The great importance of bankers in a modern community rests 
primarily on the extent to which they have been responsible for the 
erection of a vast superstructure of credit on the basis of comparatively 
small cash reserves. 

Each banker knows that the demands for cash in any one day will 
form but a small proportion of his deposits. The proportion which 
such demands bear to the aggregate deposits will vary from day to day 
and from season to season and, since the use of cheques is growing, the 
proportion is gradually diminishing. A banker, therefore, learns by 
experience what reserve he must hold at any time and, conversely, 
what he can lend against a given cash reserve. In Britain, over many 
years, the banks have disclosed cash reserves of about 10 per cent, of 
their total liabilities, but in 1946 the London clearing banks announced 
that for the future a ratio of about 8 per cent, would be maintained. 

Thus, if £1000 in notes, obtained direct from the Bank of England 
by a customer, is deposited with a joint-stock bank, the banker may 
feel safe in adding, say, one-tenth of that amount to his reserve against 
the new deposit. The balance of £900 he may lend by granting over¬ 
drafts or by discounting bills, or he may invest it in first-class stock 
exchange securities. The initial deposit of £1000, as well as the 
subsequent deposit of £900 placed to the credit of the borrower or 
seller of securities, will sooner or later be drawn on, either by means of 
cheques or by taking notes away from the bank, thus again reducing 
the volume of the bank’s deposits. But the sums withdrawn will be 
paid to other persons, who, in turn, will pay them back into the 
banking system as deposits. 

If there were only one bank, all cheques or notes withdrawn would 
be re-deposited with it. The bank’s deposits would be increased by 
£1900 ; £1000 representing the banknotes paid in, plus £900 created 



THE FUNCTIONS OF CREDIT AND BANKING 


375 


by the bank as advances. But against the created deposits the bank 
needs a reserve of only £90. It will, therefore, add £90 to the £100 
kept back in the first place, and lend out the remaining £810. These 
loans will again reappear as deposits, against which the bank will keep 
back £81 as reserve and lend the rest. So the process of credit creation 
continues until deposits to the extent of many times the original £1000 
have been created. The increase of bank cash leads to the creation of 
loans , and loans create deposits. 

When there are more banks than one, the result is much the same. 
The sums withdrawn in notes or cheques are paid either to customers 
of the bank that received the original £1000 in notes, or to customers 
of some other bank or banks. In either event, these sums find their 
way back into the banking system. If payments are made to customers 
of other banks, the resources of these banks are increased ; notes or 
cheques withdrawn from the first bank are paid in to them, and they 
thus acquire part of the cash resources of the first bank, and are able to 
lend, say, nine-tenths of their new resources. 

In practice, most transfers of cash resources are effected through 
the Clearing House , in which debts from one bank to another are 
set off and cancelled, or settled by transfer from the account of the 
debtor bank at the Bank of England to the account of the creditor 
bank. In our example, the first bank creating deposits by lending will 
have to transfer an amount equivalent to the cheques of its customers 
in favour of the customers of other banks. Whether the other banks 
receive notes, or have funds transferred to their account, does not 
matter ; in either case, their cash resources and therefore their lending 
powers are increased. Hence, they will proceed to lend a portion of 
the new cash that has come into their hands and these loans again will 

appear as deposits against which a reserve of one-tenth will be kept ; 
the rest will be lent out. 

The effect, therefore, is that the credit created against the initial 

cash deposit of £1000 steadily increases, though at a regularly 

diminishing rate. If the banks as a whole maintain a ratio of cash to 

deposits of 10 per cent., the original deposit of £1000 in cash will 

eventually be the basis of the creation of credit to the extent of £10,000. 

This sum includes, of course, the original credit in favour of the* first 
depositor. 

Hence if we could imagine a combined balance sheet for all the 
banks we should find the position somewhat as follows :_ 


Combined Balance Sheet—Joint-Stock Banks. 


(a) Upon receipt of £1000 in cash. 
LIABILITIES 

Deposit .. .. £1000 Cash 


ASSETS 

.. £1000 
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(b) After creation of credit. 

LIABILITIES ASSETS 

Deposits .. £10,000 Cash .. ..£1000 

Loans . . . . 9000 


£10,000 


£10,000 


If there were only one bank, that bank could increase its own 
deposits by the full £10,000. But as there are many banks, the first 
bank’s reserve decreases as a result of the payments made by its 
customers to the customers of other banks ; and it can maintain its 
customary ratio of 10 to 1 between its deposits and reserve only by 
reducing its loans in proportion to the reduction of its cash resources. 

One bank can increase its deposits only in the same proportion as 
the other banks because every bank must keep in step with the policy 
pursued by all the banks with regard to the ratio between deposits and 
reserves. If one bank lends more in proportion than the others, its 
resources decrease, i.e., its balance with the Bank of England decreases 
while the balances of other banks increase. This decrease restricts the 
first bank’s ability to lend and it has to call in advances and loans, or 
sell securities ; the other banks meanwhile increase their advances, etc., 
and this process goes on until the ratio of 10 per cent, which banks 
normally keep against their deposits is restored. 

Thus the power of any bank to create credit is limited both by its 
power to obtain bank cash and by the current banking policy concerning 
what constitutes an adequate ratio of liquid reserves to liabilities. 
Over and above this, there is the important fact that the reserve which 
each banker considers it necessary to maintain is not all retained by 
the banker in legal tender currency or cash, but that he entrusts part 
of his reserve to the central bank (the Bank of England) which carries 
on a specialized form of banking business , and itself utilizes any legal 
tender left with it as a basis for creating credit. The first banker regards 
his credit balance at the Bank of England as being as good as cash ; 
he relies on obtaining legal tender to the full amount of his balance 
whenever he wants it, and in spite of the fact that the central bank 
makes no more provision for the bank in this respect than it does lor 


any of its other customers. 

Thus we are brought face to face with one of the most striking tacts 
which the student of the banking system has to understand ; the 
original £1000 in legal tender left with the bank may not only form 
the basis for the granting of, say, £ 10,000 in credit by all the banks 
but it may also lead to the creation of even further credit at the central 
bank, the actual amount depending, of course, upon the proportion or 

liabilities to assets which the central bank seeks to maintain. 

We need only consider these facts in order to realize what a vast 
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superstructure of credit the modern system of banking in this country 
has built up upon our centralized reserve of cash. The branches of 
the great joint-stock banks grant credit and look to their head office 
to supply them from time to time with any legal tender currency 
which they may require. The head offices in turn look to the Bank of 
England, which, though morally bound to safeguard the nation’s 
reserves, is under no legal obligation to keep the reserves of the joint- 
stock banks in cash, i.e., legal tender currency. Thus we find that but 
a small part of the liabilities of our banks is covered by actual cash, 
and herein lies not only one of the wonders of the modern commercial 
world but also one of the greatest causes of danger in the intricate and 
delicate credit machine. 

Fortunately, there are in normal circumstances definite limits to 
the powers of the banks to increase the volume of credit, while all 
modern States recognize that effective control of the credit mechanism 
is an essential to stable and prosperous conditions. This important 
question is discussed in Chapter 27. 


The Utility of Banking to the Community 

The great services rendered by banks to industry and trade have 
already been indicated in the foregoing paragraphs, but they are 
sufficiently important to deserve brief recapitulation. 

In the first place, it is to be noted that the mere existence of a 
sound banking organization tends to the encouragement of saving, 
thrift, economy and investment ; it facilitates the interchange of goods 
and creates a general feeling of security and prosperity which increases 
the National Income and strengthens the morale of the people. 

Secondly, an economic function of first importance is performed by 
the banks in transferring the surplus capital of one district (as, for 
example, a wealthy residential neighbourhood) to others where it can 
be usefully and efficiently employed (as, for example, busy industrial 
areas). In this way, production is stimulated by the more rapid 
circulation of money and by the facility of obtaining necessary capital 
to tide over difficult times and to purchase widely when the funds of 
the producers concerned are temporarily locked up. Bank loans to 
manufacturers enable them to increase productive capacity, to adopt 
new methods and better machinery, to improve working conditions and 
generally to speed up production. Furthermore, the careful regulation 
by modern banks of credit granted to industry and commerce tends 
to check speculation and to prevent the recurrence of crises, while the 
service rendered by the banks in acting as referees as to respectability 
and standing is of considerable influence in putting trade relations on 
a sound basis. 

In the third place, bankers render great service in controlling and 
regulating the currency by withdrawing light coins and soiled notes, 
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by issuing new ones, and by transferring currency to those districts 
where it is required. At the same time, the use of cheques for the 
settlement of the great majority of commercial transactions effects an 
enormous saving in the use of currency, with the added advantages 
that payments by cheque are safely and easily made, while losses are 
minimized by the fact that a record and a receipt are automatically 
obtained. 

The banks also serve the community generally in a number of other 
ways, as, for instance, in the provision of convenient and safe places 
of deposit for valuables and securities, in transacting foreign exchange 
business and in placing their established reputation at the service of 
merchants and travellers by the issue of various forms of letters of 
credit. 



CHAPTER 2<> 


DEVELOPMENT OF BRITISH BAJMKING 

Banking in Great Britain may be said to have originated many 
centuries ago in the lending of money by rich merchants to those who 
desired to borrow. The Jews were the first to transact business in this 
way, although their operations were subject to much hindrance, cul¬ 
minating finally in their expulsion from the country. Later, in the 
fourteenth century, merchants from the Lombard States in Italy con¬ 
ducted a similar business, and left their mark to posterity in the name 
of that very famous City street, Lombard Street, E.C .3. I he term 
“ bank ” is attributed by some to the custom of these traders of acting 
as money-changers on benches (“ banco ’ ) set up in the streets. 

'There is little real connection between banking as we know it today 
and this simple form of money-changing and money-lending. 'The 
money-lenders were simply usurers ; they made profits by lending 
their own private capital and performed only one side of the character¬ 
istic function of banking in a modern community, i.e., borrowing from 
some in order to lend to others. It was not until about 1045 that any 
organization similar to that of a modern bank began to take shape. 
At this period, merchants found it necessary to find some place of safe 
deposit for their surplus wealth against the dangers of war, of theft 
and especially of possible appropriation by an unscrupulous king. The 
strong rooms of the goldsmiths offered undeniable attractions, and 
consequently large sums were left with them for safe-keeping against 
signed receipts called “ goldsmiths’ notes,” which were an undertaking 
to return the money to the bearer on demand. 

The goldsmiths soon found that they could safely lend out a part 
of the funds left with them, for only a small proportion of gold was 
required to meet current withdrawals and probable demands. 'The 
lending of other people’s money at interest proved a very profitable 
operation, so much so that the more enterprising merchants began to 
offer an inducement for the deposit of money with them by the payment 
of interest, at a lower rate, of course, than they charged for loans, while 
the goldsmiths discontinued their original functions and applied their 
whole energies to this new business. At the same time, competitors 
sprang up who were bankers only and performed no other function 
than that of dealing in money—especially that of other people. 

'Thus began that system of lending and borrowing that now 
characterizes banking, but for more than a century this function was 
discharged chiefly by the issue of notes payable to bearer on demand, 
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which were transferable from hand to hand, and formed a convenient 
mode of payment. 


Foundation of the Bank of England 

The formation of the Bank of England in 1694 was the first step in 
the direction of joint-stock banking as it exists today in this country, 
and the subsequent development of banking generally has been very 
closely bound up with the progress of the Bank. 

The Bank of England owes its foundation to a Scotsman, William 
Paterson, who was responsible for the scheme under which an amount 
of £1,200,000 was subscribed as a loan to the Government of 
William III, then in financial difficulties. In return for lending this 
sum to the Government at 8 per cent, the subscribers were granted 
a charter incorporating them as the Bank of England, with the privilege 
of issuing notes to bearer on demand up to the extent of the sum lent. 
The new bank proved an immediate success, and, in order to prevent 
the formation of rival institutions, an Act was passed in 1708 forbidding 
the issue of notes in England and Wales by joint-stock banks other 
than the Bank of England. 

The Act of 1708 was of great importance in the subsequent history 
of British banking. In the first place, it gave the Bank a monopoly of 
joint-stock banking which contributed essentially to its predominance 
in succeeding years. Secondly, by forbidding joint-stock banks to issue 
notes, it confined such issues to the multitude of small private banks 
throughout the country, whose activities were unregulated, and who 
were in many cases totally unfitted to bear their responsibilities. 

The third important result was the Act’s effect on the functions of 
bankers in London. Here, and in the surrounding district, the Bank 
of England note was supreme, and its predominance eventually caused 
the London private bankers to abandon their note issues, and, about 
1780, to apply themselves to the system of deposit banking ; i.e., they 
accepted deposits, which were withdrawable at first by letter and later 
by cheque, and with the funds so placed at their disposal they made 
advances at interest to borrowers. So successfully did they develop 
this system, that it has become of much greater importance than the 


issue of bank notes. 

For more than a century after 1708, the Bank of England was the 
only joint-stock bank in the country, and was able by its State-granted 
privileges to grow in importance and superiority. In London, the 
small private bankers, in spite of the competition of the Bank, were 
fostering deposit banking and establishing a reputation for soundness 
and business ability. But outside this area were the uncontro e 
private banks, and a constant recurrence of failure and distress. The 
persistence of these conditions and a number of severe crises in the 
early years of the last century resulted in efforts, extending over severa 
years, to place the banking and currency system on a better footing. 
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Restriction of Cash Payments and the Bullion Report 

During the Napoleonic wars, England had incurred such expendi¬ 
ture that her financial position was in danger. The gold reserve at the 
Bank of England had been seriously depleted, and when, in 1797, 
rumours of a French landing brought about a panic and a demand for 
gold, an Order in Council was issued permitting the Bank to suspend 
payments in cash. Extra notes were issued to meet the currency 
shortage, but the issue was in excess of the actual requirements, with 
the result that the value of notes depreciated, while gold coins dis¬ 
appeared from circulation. The price of gold rose to such a height that 
in 1810 a House of Commons Committee was appointed to consider 
the question of the high price of bullion. 

The Bullion Report, 1810.—The famous report of thC Com¬ 
mittee set forth a number of important conclusions in regard to 
currency and the foreign exchanges, viz. : first, that the variations of 
rates of exchange between gold standard countries can never for any 
considerable time exceed the expense of transporting and insuring the 
precious metals from one country to another ; secondly, that the 
considerable variation in Britain’s exchange rates beyond these limits 
was due to the excess issue of Bank of England notes and their depre¬ 
ciation as compared with gold, which had to be used for foreign pay¬ 
ments ; thirdly, that the market price of gold could not exceed the 
mint price unless the purchasing medium—in this case paper—was 
depreciated ; and, finally, that the depreciation was measured by the 
difference between the mint price and the market price of gold. 

The Committee expressed the opinion that the only safeguard 
against excess issues of paper currency was strict convertibility into 
specie, and that a high price of gold and unfavourable exchanges were 
signs that the paper issues must be reduced. 

Banking Failures and Currency Troubles 

The House of Commons for party reasons refused to adopt the 
recommendations of the Committee, but the views expressed were 
upheld by subsequent events. Violent speculation and disaster followed 
the declaration of peace with Napoleon in 1814, and hundreds of note¬ 
issuing banks failed. The collapse of the issues meant that the paper 
currency was reduced, so gold fell in price, and the exchanges moved 
above par. In 1816 the system of gold monometallism was adopted and 
the Bank attempted to resume cash payments. This attempt failed on 
account of the rise in the market price of gold, but in 1821 the bank 
note currency was established on a convertible basis following legis¬ 
lation, passed in 1819, providing for the gradual resumption of specie 
payments. 

In some quarters, the unsatisfactory position of the currency and 
banking systems was attributed to the monopoly privileges of the Bank 
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of England, and several Acts were passed with the object of modifying 
the monopoly. 

In 1826, an Act was passed which permitted the establishment of 
joint-stock banks of issue with unlimited liability, provided that they 
did not conduct business within a radius of sixty-five miles of London. 
This was an important departure, for it not only lessened the monopoly 
of the Bank so far as joint-stock banking was concerned, but also 
strengthened the system of provincial banking, which hitherto had 
been conducted by a great number of weak private bankers. 

It is in the Bank Act of 1833, however, that we find the beginning 
of the modern period, inasmuch as it contained a provision which 
permitted the establishment in London of joint-stock banks for the 
transaction of all banking business other than the issue of notes to 
bearer on demand. In this respect, the Act still further modified the 
power of the Bank of England, although the fact that by the same Act 
the Bank’s notes were made legal tender for all payments over £5 
(except by the Bank itself or its branches) added to its prestige. 

The passing of the Act of 1833 was followed immediately by the 
establishment in London of several joint-stock banks, the forerunners 
of the great institutions of today. 


THE BANK OF ENGLAND 

The constant trouble concerning the currency at this period and 
the recurrence of failures among the banks and of commercial crises 
throughout the community caused widespread alarm and much dis¬ 
satisfaction. By many the evils were attributed to the over-issue of notes 
by the Bank of England and by the small private banks, and considerable 
controversy arose between two opposing schools of thought, advocating 
respectively the Banking Theory and the Currency Theory , as to the best 
method of controlling the issue of paper money. 

The Currency Theory. —Exponents of this theory held that, as 
bank notes were merely convenient and economical substitutes for 
metallic money, the issues should be limited to the amount of gold held 
against the notes, and should be regulated according to the flow of 
gold into and out of the country. 

The chief objections to the theory were that it supported a non¬ 
elastic paper currency, which could not vary as trade conditions varied, 
and also that it made no provision for a temporary shortage of gold. 
As later events proved, note issues are an effective currency provided 
they are adequately controlled, even though they are not a substitute 
for the actual metal. The Currency Theory ignored the importance ot 
forms of credit other than notes ; whilst it required that note issues 
should be regulated in amount, it did not demand the regu ation o 
credit created by bank loans. 
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The Banking Theory. —The Banking School took the view that the 
issues of notes could safely be left to the discretion of the bankers, whose 
object it should be to limit the circulating currency to the legitimate 
demands of business and trade. They held that any notes in excess of 
trade requirements would be presented for encashment, and, so long 
as an adequate reserve was maintained, strict convertibility could be 
ensured and inflation prevented. But this did not necessitate the 
holding of gold to cover every' note issued. 

Those who objected to the Banking Principle had the experience 
of past years to give weight to their arguments. They contended that 
bankers were not always in a position to judge the operations for which 
notes were required, neither were they always sufficiently prudent and 
careful, while to leave to them the control of note issues was to give 

too much power and responsibility to one class of business men. 

# 

The Bank Charter Act, 1844 

The Government of the day was eventually won over by the 
Currency School, and many of their recommendations were embodied 
in the famous Bank Charter Act of 1844. In some respects the Act was 
a compromise, for it did not altogether exclude the ideas of the Banking 
School : although it ensured the maintenance of adequate gold reserves 
behind the Bank of England note, it provided also for a limited issue 
against securities. Its main provisions were that :— 

1. The Bank was to be divided into two distinct departments, 
called the Issue Department and the Banking Department. 

2. The Issue Department was authorized to issue notes against 
securities (the Fiduciary Issue) to the amount of £14,000,000, all 
issue in excess of this to be covered by gold and silver in reserve. 

3. The silver in reserve was not to exceed one-fourth of the 
gold held. 

4. Anyone might demand notes from the Issue Department in 
return for gold bullion at the rate of £3 17s. 9d. per ounce standard. 

5. If, after the passing of the Act, any country bank ceased to 
issue notes, the Bank could obtain an Order in Council empowering 
it to increase its fiduciary issue by two-thirds of the lapsed issue. 

6. The Bank was to publish a weekly return of both departments 
in the London Gazette (see below). 

7. No further banks of issue were to be established, and any 
existing bank would lose the right of issue on bankruptcy, or 
amalgamation, or on opening an office in London. 

8. Every existing bank of issue was to forward a weekly return 
of its issues to the Stamp Office for publication in the London Gazette , 
and its issues were not to exceed its average circulation for the 
twelve weeks preceding 27th April, 1844, otherwise the right of 
issue would be forfeited. 
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The principal object of the Act of 1844 was to ensure the absolute 
convertibility of note issues in this country and to ensure full publicity 
regarding the amount of the issues and of the reserves held against 
them. It aimed also at so regulating the paper currency that inflation 
would be prevented, speculation and crises obviated, and the foreign 
exchanges stabilized. Its object of limiting and finally abolishing all 
note issues in England and Wales except those of the Bank of England 
was finally achieved in 1921, when the last private bank of issue was 
absorbed by one of the large joint-stock banks, and, in 1923, the Bank 
increased its fiduciary issue to make up for two-thirds of the lapsed 
issue. 


Criticisms of the Bank Charter Act, 1844 

In the years-after 1844, the provisions of the Bank Charter Act for 
the control of the bank note issues in this country were severely 
criticized. The Act failed signally to prevent financial crises by its 
control of note issues. Serious crises occurred in 1847, 1857 and 1866, 
which were relieved, not by the provisions of the Act, but by their 
suspension , whereby the Bank was able to increase its fiduciary issue, 
supply currency to those who required it, and at the same time make 
its own position secure. In some cases, e.g., in 1890 and 1914, no 
increase in the note issue took place and the crises were relieved merely 
by the knowledge that the Government had given the Bank power 
temporarily to increase its fiduciary issue. 

Again, it was held that the fiduciary circulation was too small, and 
that no provision existed to enable it to be increased to meet the needs 
of rapidly developing trade. With the continuously increasing demands 
for currency, notes were required in addition to gold and not instead of 
gold. It was argued that the note circulation could not be increased 
except by the uncertain interference of the Government, whereas the 
note issue should be elastic and capable of being easily adjusted to meet 
the growing needs of the community, and, in particular, to enable 
traders to obtain accommodation for legitimate purposes in times of 
stress. Finally, it was urged that although the Act had restricted^ bank 
note issues, it exercised no control over the creation of bank credit. 

In favour of the Act it was contended that its first object of con¬ 
trolling the paper currency had been well achieved, and that the 
provision for a Weekly Return by the Bank ensured ample publicity 
regarding its financial position and the reserve which it maintains. 
The note issue was certainly small and inelastic, but any deficiency in 
this respect was adequately made up by the circulation of cheques, 
which is easily expanded or contracted to meet demands for crediv 
facilities, while the cheques themselves are frequently preferred to 
bank notes. Finally, it was maintained that, although no provision 
existed for the expansion of the note issue to meet currency requirements 
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in times of stress, the suspension of the Bank Act had almost invariably 
resulted in a restoration of confidence and in a collapse of the crisis. 

The system of note issue established by the Bank Charter Act is 
known as a Partial Deposit System , wherein the notes issued are backed 
partly by gold and partly by securities. Under a Single Deposit System 
every note is backed by gold—an expensive and unprofitable method 
because the gold held in reserve earns nothing and is costly to store and 
protect, whereas securities held against a note issue earn appreciable 
interest and cost little to safeguard. 

The Fixed Fiduciary Issue System established by the Act continued 
until 1928, when the Treasury w r as empowered to increase the fiduciary' 
issue in special circumstances and subject to certain conditions. 

Other countries which adopted the Partial Deposit System objected 
to the rigidity of a fixed fiduciary issue, and, with a view to greater 
elasticity, set up the Proportional Reserve System , under which the 
fiduciary issue can be increased (i.e., the reserve against notes decreased 
by a specified percentage) under certain conditions (e.g., a steeply 
graduated tax on any fiduciary 7 issue in excess of the authorized amount). 


BANK OF ENGLAND RETURN 


The weekly return that the Bank of England is required to make 
under the provisions of the Bank Charter Act, 1844, is issued every 
Thursday after the meeting of the Bank Court of Directors. 


i6th MAY, 1951 


Notes Issued : 

In Circulation 
In Banking Department 


ISSUE DEPARTMENT 


jCi» 334 » 564 ,i 18 
15,792,705 


£1,350,356,823 


Govt. Debt 

Other Govt. Securities 

Other Securities 

Coin other than gold coin 

Fiduciary Issue 
Gold Coin and Bullionf 


£11,015,IOC 
1,334,774,672 
699,658 
3,510,570 


1,350,000,000 

356,823 


£1,350,356,823 


Capital ... 

Rest 

Public Deposits : 

Public Accts.* 

H.M. Treasury Special Acct 
Other Deposits : 

Bankers 
Other Accounts 


BANKING DEPARTMENT 


£14,553,oco 
3,348,915 

13,150,357 
9,118,282 

304,684,262 

87,299,655 


Govt. Securities 
Other Securities : 

Discounts and Advances 
Securities 

Notes . 

Coin 


£432,154,471 


£378,586,441 

12,784,548 

24,535,297 

15,792,705 

455,48o 


£432,154,471 


* Including Exchequer, Savings Banks, Commissioners of National Debt, and Dividend Accounts 
At 248s. an oz. fine. 


Issue Department 

Gold Coin and Bullion .—The amount of gold held by the Bank of 
England is now very small and is valued weekly in accordance with the 
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provisions of the Currency and Bank Notes Act, 1939. A note on the 
Return shows the basis of valuation. 

Government Debt consists of sums advanced at various times in the 
past by the Bank to the Government, including the original loan of 
£1,200,000. It has been unchanged since 1833, and is represented by 
a book entry at the Bank. 

Other Government Securities and Other Securities respectively 
comprise the Issue Department’s holding of Government Securities 
(largely Treasury Bills), other first-class securities, including prime 
bank and commercial bills of exchange, and, at times, foreign exchange. 

Coin (other than gold) is a small metallic reserve which replaced the 
silver coin permitted under the 1928 Act. 

These four items—Government Debt, Other Government 
Securities, Other Securities and Coin (other than gold)—are the backing 
for the Bank’s note issue, which is now almost wholly fiduciary. 

Notes Issued. —This item represents the Bank’s liability in respect 
of notes in the Banking Department, and in the hands of the public 
and other banks. As very many Bank notes are held by the banks and 
others as cash reserves, by no means all the notes shown as “ in 
circulation ” are in active circulation in the hands of the people. 


Banking Department—Liabilities 

Capital. —Like the Government Debt, this has been unchanged 
since 1833. It is divided into fully-paid stock, which, since the 
nationalization of the Bank in 1946, is vested in a nominee of the 
Treasury (see page 391). 

Rest is a general reserve of the Bank and is not allowed to fall below 
three millions. 

Public Deposits are divided into Public Accounts and H.M. 
Treasury Special Account. Public Accounts are the sums standing to 
the credit of Government Departments, and vary with the collection of 
Income Tax, payment of interest on Government stocks, and with 
Government borrowing from the Bank. An important influence on 
them is the issue and repayment of Treasury Bills and Treasury 
Deposit Receipts (see Chapter 27). 

H.M. Treasury Special Account. In this Account are recorded 
the sterling equivalents of the dollar amounts paid over by the E.C.A. 
authorities in respect of goods supplied by U.S.A. under E.R.P. 
(Marshall Aid). With the discontinuance of Marshall Aid to Britain 
in 1950, the item has gradually fallen and should ultimately disappear. 

Other Deposits are the deposits of the Bank’s other customers. 
The balances of other domestic banks are shown separately as 
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“ Bankers,” while the item “ Other Accounts” includes the accounts of 
banks operating outside the home country (e.g., foreign central banks, 
and Dominion and Colonial banks), together with the accounts of 
merchant banks, financial houses, Dominion and Colonial Governments 
and private customers. 


The importance of the figure of Bankers’ Deposits lies, first, in the 
fact that the Bank’s control of credit depends very largely on its power 
to induce fluctuations in the amount of these balances, which are 
regarded by the other banks as being to all intents and purposes as good 
as cash, and, therefore, capable of being used as a basis for an expansion 
of credit. Secondly, fluctuation in Banker’s Deposits affords valuable 
information as to the amount of disposable funds on the Market and as 
to the probable attitude of the banks to prevailing economic conditions. 


As a general rule, Public Accounts and Bankers’ Deposits tend to 
vary inversely. Amounts paid by the Government out of the former 
help to swell the latter (e.g., when the Government pays interest on its 
public loans or repays Treasury Bills or other loans), whereas Bankers’ 
Deposits are decreased and Public Accounts are swollen when payments 
are made to the State by the banks or by their customers (e.g., on the 
issue of Government loans or Treasury Bills, or when Income l ax is 
being collected). At times, heavy borrowings by the Government 
from the Bank cause Public Accounts and Government Securities to 
increase together, while Bankers’ Deposits show no change. 

In general, a high level of Bankers’ Deposits indicates that the banks 
have a large surplus of unemployed funds, and usually coincides with 
low interest rates and cheap money. 


Banking Department—Assets 

Government Securities represent the Banking Department’s 
investments in British Government stocks and in British Treasury 
Bills, but include also loans to the Government on “ Ways and Means, 
Advances ” and “ Deficicncv Bills.” 

Discounts and Advances and Securities .—Securities are bought by 
the Bank on its own initiative and comprise Colonial, Dominion or 
foreign securities, miscellaneous securities and commercial hills (i.e., 
first-class bills other than Treasury Bills). Discounts and Advances 
include Treasury Bills and bills of exchange taken by the Bank from 
the Market for discount, together with advances made to the Discount 
Market and to private customers. 

A rise in Bankers’ Deposits coinciding with a rise in Discounts 
and Advances is‘generally evidence that bankers are strengthening 
their position. This drives market borrowers to the Bank for 
accommodation (i.e., the Market is “ in the Bank thus causing an 
increase in Discounts and Advances to coincide with an increase in 
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Bankers’ Deposits through the accumulation of funds in the hands of 
the banks. 

Notes and Coin: The Bank of England Reserve 

The last two items on the assets side of the statement of the Banking 
Department, amounting to about 16 millions in the Return given above, 
are probably the most significant of all, as they represent the liquid 
funds of the Bank and constitute the Bank's Reserve. This must be 
clearly distinguished from the reserve of gold formerly held by the Issue 
Department to redeem its notes. 

Before our departure from the gold standard, when Bank notes 
were convertible into gold, gold could be withdrawn from the Bank for 
export and other purposes by obtaining notes from the Banking 
Department (either by withdrawal from deposits or by obtaining an 
advance against securities) and exchanging the notes for gold at the 
Issue Department. 

The ratio between the Bank’s Reserve and the total outside liabilities 
of the Banking Department (i.e., excluding Capital and Rest) is known 
as “ the Proportion ,” whilst the ratio of the total gold stocks held by 
the Bank of England to the total of all the outside liabilities of the Bank 
(i.e., Notes in Circulation and Deposits) is known as the “Reserve 
Ratio." The gold shown in the Weekly Return is now only a fraction of 
Britain’s total gold holding, and the “ Reserve Ratio ” has how little 
practical significance. 

The item Bankers’ Deposits on the liabilities side of the Return 
consists to a large extent of that item which is described in the balance 
sheets of the banks as “ Money at the Bank of England.” In calculating 
the ratio of their cash in hand to their total liabilities the bankers 
treat their funds at the Bank as cash, but reference to the Bank Return 
shows that the item Bankers’ Deposits is treated by the Bank as an 
ordinary liability, and that no special provision is made by the Bank to 
meet the demands of the bankers for repayment. In fact, only a very 
small part of the bankers’ “ Cash at the Bank of England ” is represented 
by coin and bullion at the Bank. 

Currency and Bank Notes Act, 1928 

Between 1844 and 1914 the fiduciary issue of the Bank of England 
was rigidly fixed under the Bank Charter Act, 1844, and no provision 
existed for its automatic increase either in times of exceptional pressure 
or to meet the demand for additional currency arising from normal 
economic progress of the community. 

Between 1914 and 1928, the position was modified by the issue of 
Treasury notes for £1 and 10s., but there was widespread criticism of 
the inelasticity of the Bank note issue, as the basis of our credit system, 
and of the continued existence of two distinct types of paper money— 
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Treasury notes and Bank of England notes. In 1928, therefore, an 
attempt was made to improve the position by the Currency and Bank 
Notes Act passed in that year. 

This Act provided that all outstanding Treasury’ notes were to be 
deemed to be Bank notes, and the Bank was made responsible for their 
repayment. The restriction on the Bank’s power to issue notes below 
£5 was removed, and the Bank was given authority to issue notes for 
£1 and 10s., which were made legal tender for the payment of any 
amount in England, Wales, Scotland, and Northern Ireland, by the 
Bank itself or any of its branches, and even in payment of the Bank’s 
larger notes. The £5 Bank note remained legal tender in England and 
Wales, except by the Bank itself or its branches. 

The Bank was authorized to issue notes against the Issue Depart¬ 
ment’s total holding of gold coin and gold bullion and, in addition, to 
issue notes against securities to an amount of £260,000,000. The 
securities so held could include silver coin to an amount not exceeding 
£5,500,000. Any profit made by the Bank from its note issue was to 
accrue to the Treasury, as before, and the fiduciary issue could not 
be increased above the limit of £260,000,000 except by sanction of the 
Treasury, immediately communicated to Parliament. Any authority 
so given applied only for a period not exceeding six months, but could 
then be renewed for further periods not exceeding six months each, 
provided that no expansion of the fiduciary circulation existed for 
more than two years without express Parliamentary sanction. 

The Act thus retained the principle of a fixed fiduciary issue 
established by the Bank Charter Act, but it replaced the clumsy and 
uncertain method of suspending the Bank Act, and met the demand for 
a more elastic note issue, by prescribing a method by which the 
fiduciary issue could be increased. 


Recommendations of the Macmillan Committee, 1931 

The Bank of England note issue was criticized in the Report of the 
Macmillan Committee, 1931. The Committee expressed the view that 
the volume of bank deposits has now a more important influence on 
monetary conditions in this country than has the volume of notes , since 
notes are used for few purposes apart from wage payments and small 
transactions. Hence an increase in the note issue is not so much a 
cause as a result of trade activity, this activity in turn being traceable 
to an expansion of the Bank’s deposits. Yet the Bank, said the Com¬ 
mittee, was not regulated in respect of deposits—although this was not 
really a disadvantage, but was rather to the advantage of central 
banking operations. What was required was more elasticity with 
regard to the note issue. 

In this regard, the Committee came to the conclusion that the 
provisions of the Act of 1928 were inadequate, for a fixed fiduciary 
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issue involves the immobilization of gold for export purposes to the 
extent of the difference between the tiduciary issue and the actual 
circulation. Moreover, an approach to the Treasury under the 
provisions of the Act for power to increase the note issue might be 
interpreted as a sign of weakness and give rise to undesirable nervous¬ 
ness. The Committee considered, therefore, that the Bank of England 
should have greater freedom with regard to its reserves. 

The Committee also recommended that : 

(а) Parliament should give the Bank power to put into active 
circulation notes to the amount of £380,000,000 with an absolute 
maximum of £400,000,000. Temporary additional elasticity should 
be provided by reference to the Treasury. 

(б) The Bank should not allow its gold reserve to fall below 
(say) £75,000,000 except temporarily with the permission of the 
Treasury. In ordinary circumstances the gold should not fall so 
low as this statutory minimum. On the contrary, the Committee 
suggested that the Bank’s normal reserves of gold or gold exchange 
should be increased and should be allowed to fluctuate between, 
say, £175 and £100 millions, to be supplemented by liquid resources 
up to £50 millions held in foreign centres. 

Although the Report of the Macmillan Committee was based on an 
exhaustive examination of expert banking, financial and academic 
opinion, no action was taken and the system of note issue continued 
until 1939 to be governed by the 1928 Act. 

In the meantime, contrary to the anticipations of critics, the 
Treasury’s powers to permit temporary increases in the Bank’s Fiduciary 
Issue were several times used to provide additional currency to meet 
heavy demands, e.g., at Christmas and during the holiday season. 

Currency and Bank Notes Act, 1939 

T his Act provided for a permanent increase in the Bank of 
England’s Fiduciary Issue, and for the revaluation of the Bank’s gold 
holdings to bring their value into line with the greatly increased market 
price of gold. Since the Bank Charter Act, the gold backing in the 
Issue Department had continued to be valued at the statutory price of 
77s. l(Hd. per standard ounce, equivalent to 85s. per fine ounce, 
although by 1939 the market price of gold had risen to about 148s. per 
fine ounce. 

As a result of the revaluation of the gold held by the Issue 
Department on the day after the Act came into force (28th February, 
1939), the Bank’s gold stocks showed an increase in value of about 
£94 \ millions, to which was added £54 millions in gold transferred 
from the Exchange Equalization Account. The Fiduciary Issue was 
fixed at £300 millions and £100 millions in securities were transferred 
from the Bank to the Exchange Equalization Account. 
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The Act also provided that the gold and the securities held against 
the Bank’s note issue are to be revalued once each week at current prices. 
In order that the volume ot note issue shall not be affected by these 
weekly revaluations, any differences between the valuation and the 
actual total amount of the note issue are adjusted by an equivalent 
payment from the Issue Department to the hxchange Account or from 
the Exchange Account to the Issue Department. I or example, should 
the value of gold and securities rise between one week and the next, 
the difference will be paid by the Bank to the Account. In the reverse 
circumstances, the Bank will receive a payment from the Account. 
Such payments may be effected in cash or, subject to agreement 
between the Treasury and the Bank, by a transfer of gold or securities, 
or partly in cash and partly by a transfer of gold or securities. 

These transfers ensure that the weekly revaluations ot the assets in 
the Issue Department do not affect credit conditions. 1 he Bank may, 
however, vary its note issue by r obtaining permission for a change in 
the Fiduciary Issue, or by varying the quantity ot gold in its Issue 
Department. 

Further provisions of the 1939 Act are : that the Issue Department 
may sell gold to or buy gold from the Exchange Account at the price 
at which gold was valued at the last valuation ; that the conditions laid 
down in the 1928 Act for increasing and decreasing the Fiduciary 
Issue shall still apply ; that the profit from the note issue accruing to 
the Treasury under the Currency and Bank Notes Act, 1928, shall be 
paid into the Exchange Account ; and that the section of the Bank 
Charter Act, 1844, requiring the Issue Department to issue notes in 
return for gold, shall cease to have effect. 

As a result of numerous changes, the Bank of England’s Fiduciary 
Issue at the time of writing totalled £1350 millions (see page 385), as 
against £14,000,000 when the Bank Charter Act was passed in 1844. 


Nationalization of the Bank of England 

By the Bank of England Act, 1940, the Bank of England, after 
over 250 years as a private institution, became a State institution. 
Its capital stock was transferred to a nominee of the 'Treasury, and 
provisions were made with respect to the relations between the 
'Treasury, the Bank, and the other banks. 

Existing holders of the Bank’s stock at the date of transfer were 
compensated by the issue of 3 per cent. Government stock created by 
the 'Treasury for the purpose. The total amount paid as compensation 
was about £400 millions, a figure that in itself conveys a good idea of 
the immense strength and importance achieved by the Bank of England 
in the British financial system. Subject to three months’ notice, the 
Government stock can be redeemed at par on or at any time after the 
5th April, 1906, and the Bank is required to pay the Treasury every 
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half-year the sum of ^873,180 or such other sum as may be agreed 
between the Treasury and the Bank. 

The Act provided that the Governor, Deputy Governor and sixteen 
directors of the Bank are to be appointed by the Crown, and that these 
constitute the Bank's Court of Directors. 

The Act further provided that the Treasury may from time to 
time give such directions to the Bank as, after consultation with the 
Governor of the Bank, they think necessary in the public interest; 
and that, subject to any such directions, the affairs of the Bank shall 
be managed by the Court of Directors. The Bank, if it thinks necessary 
in the public interest, may request information from and make re¬ 
commendations to bankers and, with Treasury authority, may issue 
directions to any banker to ensure compliance, subject to two provisos : 
(1) that no such request or recommendation shall be made in respect 
of the affairs of a particular customer, and (2) that before issuing a 
direction, the Treasury shall give the banker concerned an opportunity 
to make representations in respect thereof. In connection with such 
directions or recommendations, the Treasury may invoke the protection 
of the Official Secrets Acts, 1911-39, if considered necessary in the 
public interest. 

From these provisions, it would seem that the Government, through 
the Bank, has wide powers to interfere with the operations of the 
joint-stock banks, and even to demand information that the banks have 
regarded as their own secret, e.g., the extent of their hidden reserves. 

Up to the end of 1950, however, there was no sign of any radical 
alteration in the traditional relationship between the Bank of England 
and the joint-stock banks. In their own interests, the banks have always 
been ready to follow the advice and guidance of the Bank and they are 
likely to continue this policy. In its relations with the Treasury, as 
has already been pointed out, the Bank has long been accustomed to 
subordinate itself on important national issues, and so far as the Bank’s 
position as a central bank is concerned, the Act may be regarded as 
having regularized what was in some respects an anomalous situation. 


THE COMMERCIAL BANKS 

By the Bank Charter Act, 1844, the Bank of England was estab¬ 
lished as the supreme institution in British banking, and succeeding 
years saw a great increase in its power and influence. Its note issues 
were the sole legal tender paper currency until the outbreak of war 
in 1914 ; it acted as banker to the Government and, in course of time, 
to all the other banks in the country, which deposited their surplus 
balances in its keeping. 

While the bank of banks was thus passing from infancy to virile 
maturity, the joint-stock banks were by no means at a standstill. 
Faced from the outset with jealousy and even open hostility on the 
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part of the Bank of England and the private bankers, hampered by the 
difficulties that necessarily attend inexperience, and, by reason of their 
inability to issue notes, forced to develop the system of deposit 
banking, the early joint-stock banks nevertheless made great progress. 
At a time when Britain was opening up her vast resources and was 
rapidly placing herself ahead in the industrial race, the birth and 
growth of the joint-stock banks met an essential need. 

In 1858 and 1879, two important amendments of the law did much 
to strengthen the position of the joint-stock concerns and to facilitate 
their development. 

Extension of Limited Liability to Banks, 1858. —The share¬ 
holders in the first joint-stock banks were liable in full for all debts of 
the companies, and it was not until 1858 that an Act extended to banks 
the principle of limited liability 1 which had already been applied to 
other corporations. The removal of this anomaly gave a further impetus 
to the expansion of banking, as it widened the area of investment in 
bank shares by attracting a wealthier class of investor. 

Institution of Reserve Liability, 1879.—An Act of 1879 
authorized limited companies either ( a) to increase the nominal amount 
of their shares so that a certain amount over and above that paid up on 
each share could be called up only in the event of liquidation of the 
company, or (6) to resolve that a portion of the existing uncalled 
amount of each share should be callable only in the event of the 
company’s winding up. The adoption of this principle by the more 
important banks gave depositors and creditors an added security by 
creating a reserve that could be called upon if necessary. 

The development of the joint-stock banks never faltered ; their 
progress has naturally been bound up with that of the country as 
a whole, and their organization has been constantly improved to keep 
pace with modern conditions. One of the most striking developments 
in this century has been the tendency of banking in England to become 
concentrated by amalgamation and absorption in the hands of a small 
number of very large institutions, which now have capital and deposits 
of enormous size. Other important characteristics are the establishment 
by the largest institutions of branches throughout the country, the 
extension of the activities of English banks to other countries, the 
organization of the Clearing House System, and the development of 
the Central Reserve System. 


Process of Amalgamation in English Banking 

The process of amalgamation and absorption has resulted in the 
development of vast banking organizations. The five great banks— 


‘This did not apply to note issues, in respect of which liability remained unlimited. 
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the “ Big Five ” (the Midland, Lloyds, Barclays, the Westminster, and 
the National Provincial)—are among the largest banking institutions 
in the world, and have at their disposal vast resources and world-wide 
facilities for the convenience of customers. 


Economic and Social Effects of Bank Amalgamations 

The continuous growth in the size of English banks has been 
viewed in many quarters with uneasiness. Many politicians and 
business leaders have expressed the opinion that the concentration of 
enormous resources under the control of a small number of men 
constitutes a danger to the community. Some have feared the harmful 
effects of monopoly ; others have been concerned with the danger that 
such large institutions might become financially unsound. 

In 1918, a Committee w’as appointed to consider whether it was 
desirable to prohibit such amalgamations or to provide safeguards under 
which they might continue to be permitted. 

The Committee in its Report divided amalgamations into two 
classes : ( a ) the old type of amalgamation ; i.e., the absorption of 

local banks by a larger and more widely spread joint-stock bank, and 
(b) the new type of amalgamation ; i.e., the fusion of two or more large 
joint-stock banks. 

In Favour of Amalgamation the Committee reported that 
amalgamations of the first type seemed inevitable owing to the force of 
competition, unless the local bank was able to give its customers a 
special type of service. 

As regards the second type, it w r as pointed out that amalgamation 
usually resulted from one or more of several causes, as, for example : 
(a) from the convenience to trade secured by an extension of bank 
areas ; (b) because of the advantages of size—larger banks have larger 
resources and can afford to make greater individual advances on a more 
generous scale ; ( c) from special causes, e.g., to gain admission to the 
Clearing House, or to secure a monopoly in a certain area, or to prevent 
another bank from obtaining a monopoly in a particular area. 

The process of amalgamation between the banks has achieved 
other advantages. First, there is an increased facility for the control 
of banking as a whole when the business is in few hands, and concerted 
action in time of emergency is more easily obtainable. Secondly, large 
organization makes for greater economy, increased efficiency and 
greater uniformity, while national efficiency and productive capacity 
are increased because capital is cheapened, and is more easily obtainable 
and provided where required. Furthermore, there is a tendency to 
greater security when reserves are well managed, dividends well 
regulated, and accounts made public and subject to searching criticism. 
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Arguments against Amalgamation were summarized by the 
Committee under three headings : (a) Reduction of Capital. Amal¬ 

gamations usually result in the reduction of bank capital because the 
shares of the absorbing bank are usually worth more than those of the 
smaller bank it swallows up, and the exchange of shares in the 
amalgamated concern for the shares of the absorbed bank results in 
a reduction- of the nominal capital of the two considered separately. 

( b ) The dangers oj reduced competition. Strong representations on this 
ground were received from the Stock Exchange and discount houses. 

(c) The danger of monopoly , i.e., the possibility of the creation of a 
money trust which would be detrimental to the national welfare. 

P rom the point of view of the customer, amalgamation is attended 
by the disadvantages involved in the disappearance of the personal 
element. As a rule, the modern bank manager has merely a temporary 
interest in local affairs, and there is an absence on the part both of the 
manager and of the head office of that essentially specialized knowledge 
of local occupations, industries, customs and prejudices so characteristic 
of the old private banker. Some have feared that the vast banking 
institutions may become unwieldy, cumbersome, and inefficient, with 
the result that there may be an inadequate supervision of loans, and 
possibly the granting of more accommodation than is strictly justified 
by the nature and extent of the bank’s business and cash resources. 

The Committee of 1918 recommended that legislation be passed 
to make it necessary to obtain 'Treasury approval before any amal¬ 
gamation was carried into effect. To prevent secret amalgamations by 
the interlocking of directorates, it was recommended that such arrange¬ 
ments should also be submitted to the Treasury for approval. The 
Committee recommended that if a scheme of amalgamation were 
designed to secure important new facilities for the public it should be 
approved, but that if an amalgamation involved an appreciable overlap 
of area without securing such advantages, or if it involved an unusual 
aggregation of deposits without adequate capital and reserves, then it 
should be refused. 

'The proposed law that no banks might amalgamate without the 
previous sanction of the Treasury was never enacted, but no amal¬ 
gamations now take place unless the Treasury has given its approval. 

Expansion of Branch Banking 

'The reasons for this development include : (a) the intensity of 

competition between the leading institutions ; ( b ) the desire to provide 
every convenience for customers ; (c) the expansion of business and 
increased profits obtained by tapping new resources : (d) the economy 
effected by saving agents’ commissions and expenses. 'This centraliza¬ 
tion of the direction and management of the banking organization, and 
the extinction of the private banker with his local interests and 
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sentiments have resulted in a loosening of old-established ties between 
the local banks and the people and industries of the relative areas. 
To some extent the “ Big Five ” have endeavoured to counteract this 
tendency by the formation of local directorates. 

Perhaps the most important argument adduced in favour of branch 
banking is that it permits the easy transfer of capital from regions 
which have a surplus to regions not so well endowed, and also that 
it enables funds to be distributed to different regions according to 
seasonal needs. The result is that interest rates tend to be equalized 
throughout the country, whereas, in the absence of branch banking, rates 
would tend to be low in old, well-developed districts and high in the 
new, developing districts. A bank with branches can spread its risks over 
the whole range of industries, whereas an independent local bank must 
rely mainly on important local industries ; indeed a bank of this kind 
may actually be organized and controlled by local borrowing interests. 
Hence it is claimed that branch banking tends to greater stability, for 
local “ runs ” and depressions can be more easily met than by inde- 
dendent unit banks with smaller average reserves. Lastly, the advocates 
of branch banking point to the efficiency of the services which it is 
able to provide. The advantages of first-class skill and business 
efficiency at headquarters can be given to all districts ; internal and 
foreign exchange business can be handled economically, while adequate 
banking facilities can be provided in even a small village where no 
independent bank could survive. 

Critics of the branch banking system contend that some of the above 
advantages are not realized in practice, while others are equally 
available to independent unit banks. Furthermore, it is contended that 
there are many evils incidental to branch banking from which inde¬ 
pendent unit banking is either wholly or comparatively free. The most 
important arguments, however, are directed, not against the organization 
of branch banking but against the dangers of monopoly, and experience 
would seem to show that the danger of a large proportion of the financial 
resources of the community becoming concentrated in a few hands is 


greater under a continued process of amalgamation than under an 


independent unit banking system. 

Other arguments put forward point to the competitive waste of 
branch banking, to the preferential treatment said to be granted to 
concerns situated near head offices, and to the fact that branch managers 
may not remain long enough at one branch to become thoroughly 
acquainted with local needs or with the requirements of certain 


localized types of customer. 


Expansion to Other Countries 

British banks were, for a long time, noted for the peculiar con¬ 
servatism of their methods as compared with those of foreign banking 
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institutions, particularly in so far as they had not attempted to establish 
their own branches in other countries. For a long time, foreign banks 
had branches in London and other world centres, but until 1911 the 
interests of British banks in places outside this country were served 
through the agency of foreign institutions. This policy applied even 
to Scotland and Ireland, and it was consequently a marked departure 
from established practice when English banks opened branches in 
continental towns, and followed this up by obtaining direct repre¬ 
sentation in Scotland, Ireland, and other countries by fusions with 
established banks in those countries. 

Such developments are the natural outcome of economic develop¬ 
ment. The evolution of domestic industry called for a strengthening 
and consolidation of internal banking resources. Today, the expansion 
of international trading relationships, together with the keenness of 
competition in international markets, demands that the fullest financial 
facilities shall be available not only for domestic but also for foreign 
business. 

There are other possible advantages. The essential banking 
function of gathering deposits and directing them into productive 
channels of employment can be more efficiently performed by widening 
the sphere of operations, while a consolidation of the Empire’s banking 
resources must tend to closer economic relationships between its 
various parts. At the same time, such developments are exposed to 
the dangers that accompany any large-scale amalgamation in trade or in 
industry. There is a loss of personal touch, a tendency to stereotyped 
and unenterprising policy, and the possibility of monopolistic control 
of credit resources. If the movement is to continue, and the advantages 
of consolidation are to be fully realized, increasing attention must be 
paid to the problem of management. 

Clearing House Organization 

The great development of modern banking, and the vast extension 
in the use of cheques for making payments, made imperative the 
establishment of Clearing Houses, the chief of which is in London. 
Others exist in several provincial centres—Manchester, Liverpool and 
Birmingham—but cheques on local banks only are dealt with at these 
clearings, cheques on banks outside a given radius being collected 
through London. 

The London Clearing House was established in 1773 between 
the London private banks, but it was not until 1854 that the joint-stock 
banks were admitted. In that year the principle of settlement of 
differences by transfers at the Bank of England on account of each 
banker was inaugurated. The London Clearing is geographically 
divided into three sections : ( a ) The Town Clearing , dealing with 

cheques, etc., drawn on or payable at banks in the Central London or 
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City area, around the Bank ; ( b ) The Metropolitan Clearing, dealing 
with cheques, etc., drawn on or payable at banks and branches outside 
the Town Clearing, but within an area having a radius of about four 
miles ; and (c) The Country Clearing , dealing only with cheques drawn 
on bank branches and correspondents outside the range of the other 
two collections. All balances are settled bv a transfer from each bank’s 

j 

account at the Bank of England to the Clearing Bankers’ Account, or 
vice versa. 

The Central Reserve System 

Another important characteristic of British banking is the unique 
arrangement whereby the liquid cash reserves of the great British 
banks have come to be concentrated in the Bank of England, which 
thus acts as the bankers’ bank and so occupies a pre-eminent position 
among the banks of the world. 

Practically the whole of the banking business of Britain is centralized 
in the hands of a few large institutions, operating chiefly from London. 
The local banks are controlled by branch managers, who are subject 
to the direction of officials at the various head offices, advised in many 
instances by local boards of directors. 

The local branches maintain on hand only sufficient cash to meet 
their ordinary requirements for till money. The bulk of the funds are 
transferred to the central offices, which maintain a current account with 
each local branch. On the same principle each Head Office retains only 
sufficient cash on hand to meet its estimated requirements, leaving any 
surplus funds on current account with the Bank of England, whence 
they may be withdrawn in legal tender on demand. As the account of 
the Clearing House is also kept at the Bank, the maintenance by each 
clearing banker of a current account with the central institution 
facilitates the transfers necessary for clearing purposes. 

The Bank of England as the “ bankers’ bank ” is thus liable to be 
drawn upon at any time to meet demands for cash in any part of the 
country. The customer depends on the branch bank for supplies of 
currency ; the branch banks look to their London offices, and these, 
in turn, depend on the Bank of England. But in spite of this, the Bank 
conducts its business in the same way as other banking institutions 
and is under no legal obligation to make special provision to meet 
demands for cash from the other banks. Nevertheless, its obligation 
to safeguard the Nation’s ultimate cash reserve is not unrecognized, 
and, whenever necessary, special precautions are taken to prevent 

undue depletion of its resources. -. ' :ni 

The vast responsibility thus resting upon the Bank was accentuated 
when gold standards were operative because London was the world s 
leading gold market, and any gold required for export was easily 
obtained from the Bank Reserve. Hence, in the absence of legal 
restrictions on gold exports from this country, the Bank was liable to 
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he drawn upon, not only to satisfy the needs of hanks within the country 
for legal tender, but also to meet demands tor gold for export. 

British Banks and the Finance of Industry 

Unlike many foreign hanks, British hanks do not ordinarily lend 
on long term or link themselves closely with industrial enterprises. 
In general, they confine their lending operations to the supply of 
short-period advances. As a result, industry in this country has 
obtained most of the capital necessary for its development from the 
Capital Market, through the agency of such institutions as trust and 
finance companies, issuing houses and the stock markets. 

This position has long given rise to wide criticism of our general 
banking policy, particularly on the ground that British industry has 
failed to hold its own in foreign markets because of lack of finance for 
essential re-organization and re-equipment. 

The hanks maintain that they have assisted industry so far as they 
are able, but that, as banks of deposit with vast obligations to pay cash 
on demand, it is both impracticable and unsound for them to lock up 
their capital in long-period loans to industry. At the same time, they 
have shown their willingness to co-operate among themselves and with 
the Bank of England and the Government to establish and capitalize 
special organizations to provide long-term finance for industry. 

The first of these, set up under the auspices of the Bank of England, 
were : (a) The Securities Management Trust , established in November, 
1929, to investigate and advise on financial, industrial and economic 
questions ; and ( b ) The Bankers' Industrial Development Company , 
registered in April, 1930, with a large capital of which, through the 
Securities Management Trust, the Bank of England held a 50 per cent, 
control, the rest being distributed among the leading banks and issuing 
houses. The object of this company was to examine schemes for the 
rationalization of industry and to assist industries to obtain the 
necessary financial support. It no longer operates. 

The Macmillan Report.— The question of the relationship 
between the banks and industries of this country was investigated by 
the Macmillan Committee. In its Report, published in 1931, the 
Committee showed that, though industry should in no way be managed 
by the banks, both industry and finance would greatly benefit from 
a closer relationship between them. In so far as short-term credits are 
concerned our banking system was considered to be adequate, but, 
with regard to the provision of long-term credit, the Committee came 
to the conclusion that the facilities were incomplete. It doubted, 
however, whether the banks could with advantage depart from their 
traditional sphere, and it suggested, therefore, that the big banks 
should co-operate to create new institutions, on the lines of the Bankers, 
Industrial Development Company, to assist in the finance of industry. 
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Financial troubles, culminating in the crisis of September, 1931, 
delayed any attempts to give the recommendations of the Committee 
practical effect, but, between that date and the outbreak of war in 1939, 
several concerns were established and various schemes were imple¬ 
mented by the joint effort of the commercial banks and the Bank of 
England to provide long-term capital for industry, with the result that 
some of our essential industries were in a better position than they 
would otherwise have been to face the vast demands made upon them 
by the Second World War. 

After the Nazi war, Finance Corporation for Industry , Ltd ., and 
Industrial and Commercial Finance Corporation , Ltd. y were formed 
to contribute towards the bridging of what has been termed the 
“ Macmillan Gap,” the first to provide long-period finance and the 
second, intermediate credit, for industries, with a view to their quick 
rehabilitation and development in the national interest. The primary 
function of these organizations is to provide finance and not themselves 
to reorganize industry. 

There has undoubtedly been a marked and sympathetic change in 
the attitude of the commercial banks towards the matter of the long¬ 
term and medium-period finance for industry, though it would seem, 
that they will not themselves directly undertake this function to the 
same extent as banks abroad have done, but will rather continue to 
develop and finance separate organizations for the purpose. 


Should the Banks be Nationalized ? 

Some people have long argued that the nation can achieve little 
further industrial progress under our present banking system; that 
the only way to general prosperity lies through the nationalization 
of the banks ; that the Bank of England and the joint-stock banks, by 
their control of credit, have failed deplorably to meet the financial 
needs of industry, and so have been largely responsible for the periodic 
depressions in industry with their concomitant large volume of unem¬ 
ployment ; that the control of credit, as of all forms of money, should 
be the concern of the Government and not of private interests ; that 
nationalization of the banks is the only way to give the Government 
such control and so enable it to direct credit supplies into the channels 
where they are most urgently required, and that, as State control of 
economic activity in this and other countries is rapidly increasing in all 
directions, it is essential that such control should be extended to the 
banking and credit systems on which economic activity so large y 

depends. 

There are, of course, potent arguments against the nationalization 
of the banks. Statistics show that die joint-stock banks have not been 
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by any means niggardly in their assistance to industries, so far as has 
been consistent with the safety of their deposits. A bank’s chief 
function is the borrowing and lending of money, and its chief duty is 
to be in a position to repay its depositors on demand. Its watchword 
must, therefore, be liquidity. The need for safety perforce sets a limit 
to the advances that can be made, but, in spite of this, the advances 
made by the banks to industries have reached very large proportions. 
The limit to loans set by regard for absolute safety would still be 
operative even if the banks were nationalized. 

In addition, there are the arguments that, in a competitive 
economy, the banking and credit systems should be in private and 
competitive hands, because competition between the various institu¬ 
tions should ensure the most effective use of financial resources ; that 
the banking and credit mechanism should as far as possible be free trom 
interference by the Government of the day because the machine might 
be used for party ends and not in the general interests of the com¬ 
munity ; that depression and crises are caused not so much by defects 
in the credit mechanism as by the intervention of Government in 
internal and international affairs ; and that the bureaucratic methods 
of a State Department are quite unsuited for the control of the banking 
organization of a nation that depends so largely on the efficiency of 
its financial mechanism, particularly in the international field. 

With the advent of a Socialist Government to power in Britain in 
1945, the advocates of nationalization of banking as of other national 
industries saw many of their plans implemented. The first major step 
in this direction was taken in 1946, when the Bank of England became 
a State-owned and State-controlled institution. 

It seems unlikely, however, that the other banks will be nationalized, 
particularly as their activities are already much circumscribed by the 
nationalized Bank of England and by State power in other directions, 
e.g., the Treasury claim on bank deposits, the control of exchange 
operations, and the restriction on capital issues. 


CHAPTER 27 


THE MONEY MARKET AND THE CONTROL OF CREDIT 


institutions L d t Mone y Market applies to the hanks, financial 
mstitutions and streets which centre round the Bank of England in 

of h 0f , Lond k 0n -, In 1{ s wider significance, it connotes the operations 

nsin^r T’ r ° kerS ' d ' SCOUnt houses and financiers who transact 
business in London in money and in credit. 

The primary and all-important function of the London Monev 
Market is to deal in loans for short periods. Its special business is 1 1 

and a to Z fi an t t reg ? te / he dem3nd for and su PP J y of short-term capital, 
nd to fix the rate of interest at which short-term borrowers shall be 

accommodated by lenders. Long-term loans are dealt with by the 

Wlder C f' taI Market > °f which the Money Market proper forms a 
section. (See page 406.) F F d 


r Jhese short-term loans are made in two ways : (a) by the discount 
of bills of exchange and Treasury Bills, in which case the interest 
earned by the lender is represented by the discount deducted from 
the face value of each bill, while the sum advanced represents the 
commercial present worth of the bill, i.e., the face value of the bill less 
the commercial or bankers’ discount 1 —a procedure which belongs 
essentially to the Discount Market ; ( b) by the loan of sums of money 
against parcels of maturing bills or other short-dated securities— 
a procedure which belongs essentially to the Short Loan Market. 


Members of the Money Market 

The Bank of England is the pivot of the Money Market, the 
corner-stone of the whole edifice. Its position as the holder of the 
Nation s ultimate cash reserve gives it a pre-eminent importance, and 
enables it to exercise a great influence on the rates of interest charged 

1 As the commercial or bankers' discount on a bill is more than the true discount 
bankers and dealers in bills buy them for less than their true present worth. If discount 
is calculated at 4 per cent, per annum, the true present worth of a bill for £10 100 due 
in three months’ time is £10,000, for £10,000 with interest for three months at 4 per 
cent, per annum totals £10,100. Bankers’ or commercial discount, however, is 
calculated on the face value of the bill, not on its true present worth. Thus bankers’ 
discount on a bill for £10,100 due in three months’ time would be 

£l0 ,l00 X ± X £ - £101 

so that a banker would pay £9,999 for such a bill, i.e., £1 less than its true present 
worth. 
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on the Market and in the country generally for loans of money As it is 
always ready to lend, on terms fixed by itself, it is the stand-by of the 

Market in times of emergency. 

The Lenders of Funds on the Market are chiefly the bankers, 
particularly the “ Big Five.” Their disposable funds, which are lent 
out at low interest for short periods (frequently overnight), consist of 
the floating surplus of their deposits after reserving sufficient to meet 
current demands, and employing what is deemed to be a safe proportion 

in loans, investments, and other ways. 

Much of this money is lent out to bill brokers and others either 

“ at call" i.e., subject to repayment upon demand, or “ at short 
notice "—from six to ten days—in which case the loans are referred to 
as fixtures or weekly money. A certain proportion is also lent to Stock 

Exchange dealers. ? 

Other sums, described as “ day to day money," are left with the 

market operators subject to the banker’s right to demand their return 
at a day’s notice, while at times the banker will lend only over¬ 
night," i.e., from midday on one day to midday on the next. 

" The amounts thus lent to the Market by the banks figure in their 
balance sheets as “ Money at call or at short notice. 


The Borrowers of Money are chiefly the bill brokers and discount 
houses, who employ the funds borrowed in discounting bills, and 
stock exchange brokers and operators, who use the funds for dealing in 

securities. 

In addition, the British, Foreign, Dominion and Colonial Govern¬ 
ments, investment houses, insurance companies and underwriters, as 
well as the foreign and Commonwealth banks with agencies in London, 
lend or borrow considerable sums on the market. 

At one time, the London Money Market was the greatest financial 
free market in the world, where any borrower with reasonably good 
security could be sure of obtaining accommodation, and any lender 
with funds to employ could be assured of a competitive rate. As a result 
of the World Wars, borrowing by the British Government has become 
by far the most important influence in the Market, while Government 
regulations covering both home and overseas investment and foreign 
exchange have greatly circumscribed the operations of both borrowers 
and lenders. 


International Aspect of the Money Market 

The world-wide importance of the London Money Market is 
indicated by the number of specialized organizations which are 
occupied essentially in international finance. Among these are the 
Discount Market, the Foreign Exchange Market, and the Bullion 
Market. 
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The Discount Market , consisting of the discount houses 1 acting 
in close conjunction with the bill brokers, the London accepting 
houses 2 and the banks, applies itself to the buying and selling of bills 
of exchange and Treasury Bills. Its creation of a free market for good 
bills (the Bank of England is always ready to rediscount first-class bills 
at a price) and its insistence on a high degree of business integrity, 
together with the fact that sterling could normally be converted, 
at a fixed price, into gold in London, contributed very largely to the 
world-wide acceptability and negotiability of the bill of exchange on 
London. Moreover, the efficiency of the market organization and the 
keenness of competition resulted in discount rates being kept down to 
the lowest possible levels. 

In thus facilitating the use of the sterling bill as an international 
currency, acceptable wherever men trade, in supporting the short loan 
market, in acting as an important link between the Bank of England 
and the commercial banks, and in contributing to the Government’s 
monetary policy by its operations in Treasury Bills and short-term 
Government bonds, the Discount Market plays an important part in 
the national and international credit mechanism. 

The accepting houses are institutions which were long peculiar to 
the London financial organization and their functions and standing 
were very largely responsible for the rise of London to a pre-eminent 
position as an international monetary centre. These houses are small 
banking firms of first-class credit who undertake to accept bills drawn 
upon them under arrangement, in return for an acceptance commission. 
The term “ merchant bankers,” sometimes applied to these well- 
known firms, indicates their origin in the ranks of merchant traders of 
established reputation, who found themselves able to develop a 
lucrative business by lending their names for use on the bills of less 
well-known firms. So high is the reputation of the accepting houses 
that their services are used to finance not only the import and export 
trade of this country, but also direct trade between foreign countries 
in goods which never touch our shores. Moreover, the rates at which 
their acceptances can be discounted are much lower than the rates 
charged on ordinary commercial acceptances, and the difference is 
usually more than sufficient to cover the cost of arranging the acceptance 
facilities. As a result, foreign countries regularly settle for goods sold 
and services rendered to one another through the intermediary of what 
is known as “ London Reimbursement ,” i.e., acceptance and finance 
facilities arranged with a London bank or accepting house. 

Although it is probably a fact that about one-half of London’s 
acceptance business is on behalf of foreign clients, it does not follow 

1 Such as Alexander’s Discount Co., Ltd., National Discount Co., Ltd., and 
Union Discount Co. of London, Ltd. 

1 E.g., Brown, Shipley & Co. ; Kleinwort Sons Sc Co. 
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that the City uses its funds to finance foreigners, though it certainly 
does lend its reputation. It is true that many of the bills drawn by 
foreigners under London credits are discounted in London, and to 
this extent the City provides the foreigners with funds ; but these 
funds are themselves very largely drawn trom abroad, for it is a 
recognized fact that the acceptance houses which open credits on behalf 
of foreign clients usually hold on account of other foreigners banks, 
governments and merchants—deposits which in the aggregate are 
equal to their acceptances on foreign account. These funds are lent 
on the London Market and may therefore be regarded as being used 
to finance the discounting of foreign-drawn acceptances. 

The Foreign Exchange Market and the Bullion Market are important 
sections of the London Money Market. As the Commonwealth supplies 
the world with the greater proportion ol its new gold, the bulk of 
this finds its way to the London Bullion Market where, in normal 
times, it is put up for international competition. T he intimate re¬ 
lationship of London with India, Hong-Kong, and Shanghai, has 
invested her silver market with a similar importance. So highly 
developed is the mechanism of the Bullion Market, and so sensitive its 
reaction to exchange conditions throughout the world, that its prices 
(even when controlled by the Treasury) may be regarded as a barometer 
of the world values of the precious metals. 

Working in close co-operation with these organizations and per¬ 
forming functions of first importance in relation to international 
finance and trade are the Dominion, Colonial and foreign banks with 
offices in London. Apart from undertaking purely banking business, 
these institutions also undertake many of the functions performed by 
the specialist organizations to which reference has been made. They 
transact a large part of present-day foreign exchange operations. 
They undertake acceptance business, grant loans against goods entering 
into international trade, provide short-term credit for the bill brokers 
and discount houses, and assist the underwriters and issuing houses in 
raising capital from the investing public. 

To a large extent the joint-stock banks have become competitors 
of the accepting and discount houses, and now undertake a growing 
proportion of the acceptance business. They are also large discounters 
of bills. In the acceptance business they are able to offer rates of 
commission lower than can be offered by the accepting houses, but in 
the discount business they have to face strong competition from the 
discount houses, for one reason because the latter have not to maintain 
such jbrge reserves of cash. 

London’s acceptance business and the work of her foreign exchange 
and bullion markets have been affected by the suspension of the gold 
standard, the prohibition of free dealings in gold, and rigid exchange 
control. Nowadays, most foreign exchange rates are officially fixed by 
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the Bank of England, while the majority of foreign exchange operations 
are conducted by the banks and others as agents for the Bank of 
England. 

The Money Market and the Capital Market 

The above nucleus of specialized agencies is usually regarded as 
constituting the Money Market proper, in contradistinction to the far 
wider organization sometimes referred to as the English Capital Market , 
which embraces not only the Money Market itself, but also the whole 
of that specialized and centralized machinery in the City of London 
primarily concerned with the transfer of capital from those who wish 
to invest it to those by whom it is required, together with a wide 
circle of other less well-defined agencies performing similar functions. 

The Capital Market may, in fact, be regarded as comprising an 
inner and an outer ring. The first of these includes not only the 
specialized institutions of the Money Market proper, but also the 
market in stock exchange securities , which deals with the supply of 
capital for long periods and is divisible into two sections : ( a ) the 

market for new securities , consisting of the many forms of trust and 
finance companies in the City, the company promoters, underwriters, 
brokers, issue and investment houses, all of which are engaged in 
company flotation ; and ( b ) the market in issued securities , represented 
by the highly organized London and Provincial Stock Exchanges. 

The Outer Capital Market is much less centralized, and comprises 
the services of the solicitor, of the “ outside ” broker and of building 
societies, together with the system of trade credit and all those less 
definite but widespread arrangements that facilitate the movement of 

capital from investor to borrower. 

Since 1939, the work of the Capital Market has been much circum¬ 
scribed by the control exercised by the Capital Issues Committee, 
whose sanction must in most cases be obtained before any new capital 

issue can be made. 

The Inner Capital Market 

The joint-stock banks are not only the foremost members of the 
short-term market, but also highly important intermediaries in the 
Capital Market. Although they do not themselves ordinarily make 
long-period loans, they have developed and financed several specialist 
organizations for the purpose of providing long-term and medium- 
term finance for industry (see page 399). Moreover, through their 
extensive Stock Departments, their close connections with the Stoc 
Exchange, and their widespread branch banking system, they assist 
customers to make capital investments totalling vast sums in ot 
existing and new securities. In other words, they establish business 
relations with and between large numbers of people who have surp us 
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funds available and those who can turn capital to profitable account. 
The Bank of England and various other financial concerns in London 
perform a vast amount of similar work. 

The function of the market for new securities is to formulate the 
demand for capital by expressing it in the form of a wide range of 
saleable securities adapted in both amount and degree of risk to appeal 
to a widespread public. Probably the most important constituents of 
this market are the Issuing Houses , which specialize in the dotation ol 
new stock and share issues. Although they undertake no liability lor 
the genuineness or success of the issues they sponsor, their reputation 
and business are bound to suffer unless they exercise care in this 
regard. 

Other important factors in this market are underwriters , who 
guarantee the subscription of the whole or part of the issue ; stock¬ 
brokers who lend their names to prospectuses and open up a market 
among their clients ; and bankers who receive subscriptions and olten 
issue securities in return. 

The work of the market in issued securities, i.e., the Stock Exchange, 
is ancillary to the main function of obtaining supplies of new capital 
from the public. It contributes to this end by providing facilities by 
which securities, after they have been issued, may be readily disposed 
of by the people who hold them, and may be as easily purchased by 
people who require them. 

In brief, the organization of the market as a whole enables an 
immense number of small portions of capital to be collected continuously 
from a wide public and placed at the disposal of States, municipalities 
and industrial and commercial enterprises in all parts of the world. 1 

The trust and finance companies operate in the market for new 
securities, as well as in the market for issued securities. They comprise 
a large group of several hundreds of institutions ranging from the 
highly reputable Investment Trust to the less well-known financial 
house engaged in frankly speculative operations. 

The Finance Companies are formed for a wide variety of purposes. 
Those which operate mainly at home invest funds, discount bills, 
underwrite issues of new securities, convert businesses into joint-stock 
companies, act as trustees and agents, purchase assets of insolvent 
estates, acquire and develop property, and promote and develop 
commercial undertakings. The companies operating mainly abroad 
have even more varied objects, being formed to invest in all types of 
foreign securities, in real estate mortgages, railway bonds, rubber, tea 
and coffee plantations ; to assist industrial development, acquire 
freehold land and work railways ; and to carry on general financial 
business, and act as trustees and agents. In fact, the great variety of 


1 Since 1939, Government control of home and foreign investment and of foreign 
exchange has strictly limited overseas investment by residents in this country. 
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purposes for which such finance companies are formed tends to obscure 
their principal function—that of directing the flow of capital. 

The Outer Capital Market 

While the inner capital market plays a most important part in 
linking up the demand for capital with its supply, it is seldom realized 
to what extent industry in this country is financed through the less 
defined but none the less important agencies already referred to as 
constituting the outer market. Thus loans of large and small amount 
are daily made through solicitors and friends on little or no security 
other than faith in the borrower’s integrity and ability ; professional 
moneylenders advance large amounts to individuals of every class; 
business men raise large sums on security, particularly on mortgage ; 
while in many industries capital is supplied for short periods by 
merchants, dealers, and middlemen, who provide trade credit. It may 
be said that the typical merchant is not merely a buyer and seller, but 
that he is also a financier in the true sense of the word, using a certain 
proportion of his capital in advancing trade credit and accepting 
similar facilities in return. 

We must also include in this group the many thousands of privately 
owned companies, both large and small, which are responsible for 
a large part of the economic activity of the country, but whose shares 
are hot publicly dealt in on any stock exchange. Examples of such 
companies are “ family businesses,” and manufacturing and trading 
companies whose shares are usually held locally. 

Market Rates of Discount or Interest 

The rate charged on the Money Market for loans of money lor 
short periods by the purchase and sale of bills of exchange or Treasury 
Bills is referred to as Discount , in contradistinction to the term Interest , 
which is used in reference to the charge made for other forms of loan. 

Discount, as the word implies, is the amount deducted from the 
total of the money advanced at the time of the loan, whereas interest 
charged is added to the amount lent, either periodically or at the time 
of repayment. When due allowances are made, however, there can be 
little or no difference between the two rates, for any difference mus 
result in a flow of loanable capital from one purpose to the other, i.e., 1 
discount is higher than interest, capital will be used for discounting 

operations rather than for loans for long periods. 

From an economic standpoint, the London Money Market consis 

of several distinct markets, each of which has its own dealers, wit 1 s 
own price for the commodity in which it deals, i.e., rates o iscoun 

and interest for loanable funds. f ,. , . Qt 

Bank Rate is the official advertised minimum rate of iscou 

which the Bank of England will discount approved bills of ex <* an ^’ 
It is fixed by the Bank Court of Directors on Thursday in each weeK, 

and is the basis of all other rates in the money market. 
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Market Rates are the rates of discount charged by the various 
members of the Money Market, other than the Bank, for discounting 
bank and commercial bills. Various market rates are quoted, depending 
chiefly on the length of time the bill has to run before maturity and on 
the status of the parties to the bill. The “ key ” rate is the rate quoted 
for three months’ first-class bills, and this, sometimes called the 
“ private ” rate, is lower than Bank Rate. 

Bankers’ Deposit Rate is that paid by the bankers on deposits 
left with them by their customers. By custom, this rate varies with 
Bank Rate : a 2 per cent, margin below used to be the rule. When, 
however, Bank Rate itsell fell as low as 2 per cent in 1932, the banks 
decided to pay a minimum of £ per cent on their deposits, and, in 1949, 
this figure was officially established as the maximum to be allowed. 

In special cases, the deposit rate paid by the banks may be higher 
than that advertised : much depends on the amount ol the deposit, 
the period for which it is left and the importance of the customer. 

Brokers’ Deposit Rate is that paid by brokers and discount 
houses on money left with them at short notice. 

Bankers’ Call Rate and Seven-Day Rate are charged by bankers 
for loans of money at call and at seven days’ notice respectively. 

Treasury Bill Rate is the rate of' discount at which British 
Government Treasury Bills are dealt in on the Market after they have 

been issued by the Bank of England. 

The following table indicates the methods of quoting the various 

rates :— 


London Money Rates 



Jan. 7 

Jan. 15 

Jan. 23 

Jan. 31 


0 / 

/o 

0/ 

/o 

0/ 

/o 

% 

Bank rate (changed from 3% 




0 

26 October, 1939) 

2 

2 

2 

Market rates of discount :— 





60 days’ Bank bills 

17 / 

/II 

17/ 

/ 32 

17 / 

/ 32 

17/ 

1 31 

3 months’ Bank bills 

1? / 3 , 

17 / 3 . 

17 / 32 

17 /» 

4 

^ M M »» 

•/«. 

9 /ie 

•/.. 

7ia 

® »» »> ** 

7i.-* 

•/u-t 

B Ae-& 

Via-* 

Discount (Treasury Bills) :— 





2 months 


£- 17 / 3 « 

i- 17 /» 

£- 17 / 3a 

3 months 

E- 17 / 3a 

*- 17 /„ 

i- 17 /. a 

*- 17 / 3 . 

Loans:— 





Day to day 

M 

1-f 



Sho rt .. .. .. 

W 

W 


W 

Deposit allowances :— 





Bank 

£ (max.) 

£ (max.) 

h. (max.) 

| (max.) 

Discount houses at call 

£ (max.) 

£ (max.) 

i (max.) 

i (max.) 

Fine trade bills :— 



3 months 

1 -1* 

l -1* 

l -1* 

1 -1| 

4 

T M 

H-i* 


i*-U 

11-11 

6 „ . 

H-2* 

IT-2* 

U-2* 

11-21 


o 
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The Short Loan Fund of the Money Market 

The bulk of the funds on the Money Market consists of that 

surplus, already mentioned, of the deposits of the bankers. The 

banks must keep this surplus as liquid as possible, for it is their second 

line of defence. The method of loaning “ Money at Call and at Short 

Notice ” on the market has the advantage of providing them with a ready 

means of using their surplus money and at the same time preserving 

its liquidity, for the loans can be recalled almost at once. In August, 

1949, the total deposits of clearing banks amounted to no less than 

£5,921 millions, of which as much as £498 millions was used on the 

market as Money at Call and at Short Notice,*’ and the banks showed 

an average ratio of cash to “ Current, Deposit and Other Accounts ” 
of 8-31 per cent. 


The Bank of England and the Money Market 

As the Bank of England is the bankers’ bank, the banks naturally 
turn to it when they require additional supplies of legal tender, and 
such supplies must come from the Bank’s Reserve. At certain times, 
e.g., during the holiday and harvesting seasons, the heavy demands for 
legal tender impose a considerable strain on the Bank’s resources, but 
such demands occasion no disquiet because it is known that the money 
withdrawn from the Bank will in due course return. 

The position is different when the Bank’s Reserve is threatened 
with depletion by abnormal demands, as when financial stringency in 
the Money Market forces market operators to apply to the Bank for 
accommodation and the Bank, as the ultimate reservoir of credit, has. 
to supply it. 

As a result of our departure from the gold standard in 1931, and 
the transfer in 1939 of practically all the Bank’s gold to the Exchange 
Equalization Account (see Chap. 29), demands on the Bank for gold 
can no longer arise. But the Bank may still find it necessary to take 
special action to regulate market conditions. 

To protect its own position and bring the market into line with its 
policy, the Bank for a long period of years relied largely on the raising 
of its official rate of discount to force up other rates in the Market and 
so lessen demands for accommodation and for legal tender. 

Bank Rate is, however, no longer an effective weapon for bringing 
about adjustments on the Money Market, and it has remained un¬ 
changed at 2 per cent since October, 1939. Nowadays, the Bank uses 
other devices when it deems it advisable to correct the credit position. 
If, for example, it regards the foreign exchange position with uneasiness, 
or if it feels that credit expansion and speculation are getting out of 
hand, it may, in the public interest, take steps either to increase or to 
decrease the balances of the bankers and so to adjust the basis of credit. 
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To influence the Market in such circumstances, the Bank depends 
chiefly on its “ open market operations ,” i.e., it enters the open market 
as a seller or buyer of Government securities. 

If there is a large inflow of funds to the Market (i.e., to the banks) 
because, for example, of the repayment ot a Government loan or of 
large payments of interest on Government stocks, or if Government 
policy calls for a restriction of market credit conditions to stiffen 
market rates, the Bank may reduce the supply of floating money by 
selling Government securities, usually 'Treasury Bills, for cash. The 
securities are bought by the banks and other Market operators and their 
deposits and balances at the Bank are reduced. If, on the other hand, 
there is an outflow of funds from the Market caused by the flotation of 
a Government loan or by large payments on account of taxes, or if the 
Government favours an expansionist (cheap money) policy, the Bank 
may bring about conditions of greater ease and increase market funds 
by buying Government securities from the Market, thus increasing 
bank deposits and the basis of credit. 


Fluctuations in the Supply of Floating Money 

The supply of market money is affected by all the factors that 
combine to influence the amounts deposited with bankers, such as 
trade conditions, the political and industrial outlook, foreign affairs, 
the prospects of peace or war, the state of the foreign exchanges and 
the general state of credit both at home and abroad. These are con¬ 
tingent or unforeseen causes, but there are certain periodic influences 
which, in the absence of control by the Bank, would disturb the 
financial mechanism :— 

1. Government Dividend Payments at the four quarterly 
periods increase the funds of the other banks, and lessen Govern¬ 
ment accounts. In the Bank’s books this simply results in a transfer 
from Public Accounts to Bankers’ Deposits, but the increase in the 
available funds of the other banks has its effect on credit conditions. 

2. Tax Payments during January and July have a contrary 
effect, as money is transferred from Bankers’ Deposits to Govern¬ 
ment accounts at the Bank, thus reducing market supplies of 
money and contracting the credit basis. 

3. Trade Requirements. —In summer and autumn trade is 
usually brisker than at other times of the year and extra money 
is required for harvesting wages, for holidays, and for paying for 
heavy imports of food and raw materials from abroad. The result 
is a demand on the Bank for both home and foreign payments 

4. Scotch and Irish Drains occur regularly during May and 
November, when payments of rent and interest are made in those 
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countries, causing an increased demand for notes. The notes are 
issued by the Scotch and Irish banks, but any increase has to be 
backed by Bank of England notes, which are obtained from the Bank 
of England, thus diminishing its reserves and tending to restrict 
credit. 

5. “ Window Dressing ” is the term applied to the action of 
certain banks and business concerns at the turn of the quarter or 
half-year in converting part of their loans and investments into cash 
so as to show a strong liquid position in their periodical balance 
sheets. The aggregate effect of such transactions is to give the 
impression that the concerns in question maintain larger cash 
reserves than they actually do, and also to move large liquid 
resources from the market at awkward times. 

In December, 1946, the London clearing bank© announced that 
they would no longer countenance this practice. 


General Effects of Changes in Discount Rates 

Changes in discount rates are of importance, as they considerably 
affect the amounts of credit instruments that are issued and brought 
forward for discount, and because they influence the demand for and 

the supply of loanable capital. 

On the one hand, new borrowing is discouraged by high charges 
for accommodation, and those who have already borrowed endeavour 
to reduce their commitments. Speculation, particularly, is discouraged, 
for as it is conducted principally on borrowed money, high rates of 
interest reduce the possible margin of profit and make speculative 
enterprises less attractive. Consequently the prices of stocks and shares 
tend to fall as a result of realizations by those who conduct operations 
on the stock markets with borrowed capital, and this fall is accentuated 
because the “ yield ” from stocks is calculated according to their 
market value, so that an adjustment of the “yield in an upward 
direction involves a lowering of market prices. 


On the other hand, the very raising of the rates sets in motion 

forces which tend to remedy the conditions that made a rise inevitable. 

When interest is raised, borrowing is decreased since it is more cost y 

Saving is encouraged because the interest yield is increased, while 

depositors and capitalists are induced by the higher rates of lT ?*rest 

continue their deposits or investments instead of withdrawing their 

funds and applying them to alternative uses. Moreover, the rise m 

discount rates increases the attractiveness of sterling as a medium 

the investment of foreign surplus funds, and oreigner balances 

transfer balances here for investment or to leave here sterling balances 

they already possess, so the cumulative effect is to imp 

of sterling in the foreign exchange markets. It both creates an addi- 
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tional demand for sterling and tends to reduce the supply of sterling 
offered for sale. 1 

The rise in interest rates has, also, important effects on the price 
level of the country. The higher charge for loans and the greater 
inducement to save cause stringency of credit conditions which results 
in a liquidation of wholesale stocks because business men who trade 
on borrowed capital endeavour to realize stocks even at lower prices. 
Over a longer period there will also be a tendency for the general price 
level to fall in consequence of the restriction in credit, and as a result of 
the depressing psychological effect which a rise in interest rates has 
on trade. This cheapening of British goods will tend to reduce imports 
and to increase exports. 

It is widely contended that a rise in interest rates also tends to 
make goods dearer by raising the costs of production (of which interest 
forms a part). This effect is probably over-estimated, however. 
Admittedly, producers and traders who work on borrowed capital 
have to pay more for their loans ; but it must be remembered that 
there are many producers who do not rely on capital borrowed from 
the banks, so that their costs will be unaffected by the rise in interest 
rates, and that, as most producers turn their capital over several times 
a year, the extra charge on the cost of production of most articles will 
be negligible. Hence, in general, the tendency is likely to be for 
increased interest charges to affect profits rather than selling prices 
although there may be a tendency for the prices of particular goods 
to rise. 

The lowering of the rate of discount is followed by reverse effects, 
but it should be noted that the explanation given above is general. 
Foreign investment in this country is not likely to be encouraged if 
interest rates here are not raised as high as they are abroad ; money— 
other things being equal—tends always to flow to the best market and 
command the best price. 


The Influence of Treasury Borrowing 

The British Treasury is nowadays the most important factor in the 
London Money Market because of its vast temporary borrowings from 
the Market (totalling several thousand million pounds) by the issue of 
Treasury Bills and Treasury Deposit Receipts. 

For many years past the banks and other market lenders have held 
large quantities of Treasury Bills as part of their liquid assets and as 
a convenient means of profitably investing their surplus funds. Such 
bills, being of short maturity, enable the banks easily to adjust their 
cash position ; if they have surplus cash, they buy more bills ; if they 

1 This, the general or normal position, has in recent years been greatly modified 
by exchange control regulations and other special measures. 
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require more cash, they take payment of the bills that mature and reduce 
their investments in new bills. 

Treasury Deposit Receipts were introduced in 1940 with a view to 
enabling the banks to lend the Government on short term still more of 
their greatly increasing deposit funds. These receipts are non-trans- 
ferable, current for various periods (e.g., three, six or seven months) and 
constitute a large part of the floating debt held by the banks. Although 
the Bank of England will discount the Receipts at Bank Rate, this is 
so much higher than the rate (| per cent, at present) at which the 
Receipts are issued by the Treasury, that discounting would involve 
the holders in loss and is not likely to be resorted to except as an 
extreme measure. 

By varying the issue of Treasury Bills and Receipts, the Treasury 
necessarily exerts an important influence on market conditions and on 
the amount of market funds available for other borrowers, whilst the 
rate of interest offered on these first-class investments forms the basis 
of the rates obtainable on other market securities. 

In fixing both the volume of and the rate for its borrowings, the 
Treasury works in close co-operation with the Bank of England, and is 
influenced not only by its current and prospective requirements, but 
also by its desire to continue the Government’s “ cheap money ” 
policy. With the same end in view, the Bank, when necessary, still 
carries out open market operations by selling or buying Government 
securities to increase or decrease Market funds. 


The Control of Credit 

In Chapter 25, it was explained how the business of banking has 
been founded on the knowledge, gained by experience, that credit may 
be created by the banking system to an amount several times greater 
than the amount of the cash reserve which the banks generally see 
fit to maintain. 

The old English private banks created credit when, on the strength 
of their reputation, they issued notes both to depositors and to borrowers 
and placed no limit on such issues other than that imposed by each 
banker’s conscience and his fear of a “ run.” Modern English joint-stock 
banks do not issue notes, but by the development of the cheque system 
and of the central reserve system they have made possible a remarkable 
economy in the use of cash and the erection of a vast credit 

superstructure on a small reserve. 

When the customer issues a cheque against his deposit, the cheque 
becomes bank money—real purchasing power—and the quantity of 
money in circulation is increased. Such bank money may be issued, 
not only against an actual deposit, but also through the making of a 
loan by the banker to his customer, and, as we have seen in Chapter 25, 
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every such loan by a bank creates an equivalent deposit and so increases 
the quantity of money. 

We have seen, too, that the banks will cease to create credit at the 
point where the proportion of their cash to liabilities reaches the 
figure which is sometimes described as their “ traditional ratio (at one 
time about 10 per cent., then 1\ per cent., but now about 8 per cent.). 
But while there may be a minimum below which the banks would not 
let this ratio fall, they can vary and have considerably varied the total 
amount of credit by altering their proportion of cash to liabilities. 

Let us suppose, for example, that the banks as a v\hole, having 
steadily maintained a cash reserve of £12 million against deposits of 
£100 million, i.e., a ratio of 12 per cent, cash, decide that, owing to the 
greater feeling of security and confidence within the community, or to 
the increasing use of cheques for making payments, a ratio of 10 per 
cent, is adequate. Each banker can now use in making additional loans 
and advances part of the funds which he had previously kept in reserve , 
these additional advances increase his or some other banker’s deposits, 
until, ultimately, if the cash reserve of £12 million is maintained, bank 
deposits generally are increased to £120 million. 

Variations such as this have undoubtedly resulted from the wide¬ 
spread amalgamations among English banks, for the policy has brought 
about such a remarkable concentration and economy of cash resources 
that deposits and advances have increased more than proportionately. 
Moreover, the deposits of the banks have increased on so vast a scale 
that only a small decrease in the ratio of cash has permitted an increase 
of very many millions in the credit superstructure. However, as long 
as the joint-stock banks aim to maintain a cash ratio of so much per cent, 
of their total deposits, their power to create further credit is governed 
by their ability to secure additional cash. 

It will still be true, from a book-keeping point of view, that “ every 
bank loan creates a deposit ” ; but the fact which has to be remembered 
is that bank loans do not create cash. When one bank makes a fresh 
advance the money is almost invariably paid over to a customer either 
of the same bank or of another bank. Hence the effect is that “ Advances 
to Customers ” on the assets side of one bank’s balance sheet are 
increased, while “ Deposits ” either of the same or of another bank are 
increased to a corresponding extent. Also, the lending bank’s ratio of 
cash to deposits is decreased, so that such advances cannot continue 
indefinitely if the bank is to maintain its customary ratio of cash to 
liabilities. Moreover, the amount of cash available for the reserves of 
all the joint-stock banks is not unlimited, so that while one bank may 
for a time obtain control of additional cash which enables it to increase 
its credit facilities, the likelihood is that another bank is being compelled 
to restrict its advances. 

It follows, therefore, that, at any particular time , when bank cash 
ratios are fixed, the power to create further credit lies, not in the hands 
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of the banks, but in the hands of the authority that controls the supply 
of cash, i.e., the Government acting through the Bank of England. 
The banks can create additional credit only to the extent that they can 
obtain additional supplies of legal tender currency or increase their 
balances at the Bank of England. When the Government through the 
Treasury and other Departments pays out extra millions for its various 
purposes (e.g., for civil servants’ wages, forces’ pay, war materials, 
food, etc.), the money finds its way to the banks, whose cash reserves 
and deposits increase, so enabling them to add to their loans and 
advances. Hence the famous advice of the Cunliffe Committee of 1918 , 
“ Take care of legal tender currency and credit will take care of itself.’’ 

The ultimate control of credit is in the hands of the Bank of England, 
which, by its open market policy, regulates the credit situation through 
its control of that amount of “ bank cash ” that is represented by the 
joint-stock bank “ Balances at the Bank of England.” When the Bank 
of England makes a loan, or discounts bills, or purchases securities, 
the sums which it pays become bank cash because the balances of 
other banks in its hands are increased. Conversely, when a loan is 
repaid, or the bills discounted fall due, or Government securities are 
purchased from the Bank, bank cash is correspondingly diminished and 
the volume of credit is contracted. 

It follows, therefore, that, even when this country was on the 
gold standard, that standard was by no means the “ automatic ” 
mechanism it was commonly alleged to be, since the Bank, merely 
by buying or selling securities or by lending or calling in loans (i.e., by 
variations in its “ proportion ”), could within limits prompt an ex¬ 
pansion or contraction of credit regardless of gold movements. But the 
powers of the Bank to control credit are not unlimited : its note issue 
is strictly controlled, and even such freedom for the exercise of policy 
as it might possess is limited by the rigidity of its system. 

Hence the fundamental truth underlying our existing credit 
system is that, although to some extent the ordinary joint-stock banks 
can create credit by varying their cash ratios, and, to a greater extent, 
the central bank can regulate the national credit situation, yet the real 
determining factor is the supply of currency, i.e., the cash basis of 
credit, and that amount is determined by the Government’s current 
monetary policy as implemented through the Bank of England. 


CENTRAL BANKS AND THEIR FUNCTIONS 

In performing the functions we have described, the Bank of 
England is said to act as a Central Bank , by which is meant a central 
banking institution which is the focus of the money market of a country 
and has wide powers as the regulator of credit. 
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The fundamental principle underlying the establishment of a 
central bank is that it should be distinct from the ordinary commercial 
banks in that its policy is directed, not merely to making profits and to 
maintaining its own solvency, but also to regulating the credit machine 
and maintaining the solvency of the banking system as a whole. 
Consequently, although the problem is not a simple one in developing 
countries such as Argentina and New Zealand, the central bank should 
avoid, as far as possible, competing with the commercial banks for 
ordinary business, and should aim at maintaining as liquid a position 
as is practicable. For these reasons, central banks do not ordinarily 
allow interest on deposits, or make advances on fixed property, or 
grant unsecured overdrafts. 

The main principle underlying the operation of a central bank is 
that it does not rely on other banks, or upon the market, to supply it 
with cash or to take bills or securities off its hands in case of need. 
Instead, it always stands ready to supply the Money Market with 
cash or to take bills and securities off the Market in emergency periods. 
Thus, it is a reservoir of credit, and will always provide accommodation 
at a price , its own price, which it fixes with due regard to national and 
international monetary conditions. 

In order to perform these functions, a central bank has to hold 
among its assets what to a competitive bank would be an unduly 
high proportion of idle legal tender currency. It must always be in 
a position to meet both external drains and variations in the country’s 
internal requirements for money. 

The assumption of such responsibilities necessarily means that 
a central bank cannot pursue a passive policy. On the contrary, it must 
be constantly alert to prevent the exhaustion of its reserves by internal 
and external demands and to protect its position, it may have recourse 
to any of several weapons. First, it may raise its official rate of 
discount , and thereby stiffen the terms on which it will grant credit. 
As a rule, market rates are compelled to follow the official rate, and the 
effect, like that of a rise in the price of an ordinary commodity, is to 
check the demand for loans and to increase the volume of deposits. 
At the same time, the demand for loans tends to be shifted to other 
monetary centres, while money from such centres is attracted for 
investment on deposit at the higher rates of interest. 

Alternatively and more usually, the central bank adopts the open 
market policy , i.e., it sells securities for cash to the money market, thus 
diminishing its cash liabilities to other banks. 

Conversely, of course, the Central bank may create easier conditions, 
and encourage an expansion of credit, by lowering its discount rate or 
increasing its cash liabilities to other banks by the purchase of other 
assets, as, for example, bills or government stock. But it must be 
emphasized that the central bank does not, normally, regulate the 
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distribution of credit to various borrowers. That task is left to the 
commercial banks. The central bank is concerned with the regulation 
of the volume of credit that is available for distribution to potential 
borrowers. 

Another method by which a central bank may control the Market 
is by means of informal contacts and “ advice ” to the commercial banks 
and such a method will usually be effective because at any time the 
banks may have to go to the central institution for assistance. 
As assistance is likely to be given more readily where “ advice ” has 
been accepted and followed, it can be assumed that any advice given 
will be accepted. 

Yet another weapon sometimes used to control credit is that of 
varying the central bank's legally fixed cash ratio . This policy has been 
applied frequently with a view to avoiding the disturbance in market 
conditions often caused by discount rate manipulations and open 
market operations, but it is an extremely delicate weapon which, if 
used unwisely, might result in a dangerous variation in the volume of 
credit. 

Exchange Control is a further method now in general use to effect 
changes in monetary conditions. Exchange equalization fund operations 
cause variations in the supply of cash, and by exchange control the 

movements of funds can be regulated. 

In any country where an exchange standard is in operation, the 
central bank has the further responsibility of providing for the con¬ 
vertibility of its currency into the currency to which it is linked, and, 
for this purpose, must maintain adequate reserves of liquid funds in 
the foreign centre concerned. 


Central Bank Equipment. —In order to be in a position to 
perform these special functions, a central bank must have certain 
special powers and equipment. In the first place, it is very desirable 
that it should have a monopoly of note issue, so that it can meet 
variations in the demand for currency without having its calculations 
upset by variations in the issues of other institutions. Secondly, it is 
desirable that all the other banks and the Government should keep 
their floating balances with the central bank, and that it should hold 
the nation’s ultimate cash reserve. In addition to being the bankers 
bank,” it should act as banker to the State, because Government 
finance is usually insolubly bound up with the credit position. 

The final and fundamental principle is that a true central bank 
should be largely independent of political influences. It cannot be 
entirely independent, but, as the currency authority, it should be given 
as free a hand as possible, and should not be tied to any political 
machine. If this is not the case, currency policy is placed in danger of 
becoming the plaything of party politics and of being swayed by class 

interests. 
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The Importance of Central Banking Co-operation 

Since the transfer of floating balances and the business of finance 
generally have achieved such vital importance in the international 
monetary position, it is scarcely too much to say that the world s 
economic welfare is largely dependent on the manner in which its 
monetary affairs are handled by the leading central banks. 'I hey have 
considerable power to raise or to lower internal prices, to influence 
the foreign exchanges favourably or unfavourably, to induce the 
inflow or prevent the outflow of gold, to stimulate or to restrain business 
activity and to encourage a change in the national balance of payments. 

The concentration of such power in the hands of these institutions 
occasioned much concern among those able to understand the position. 
In the years of reconstruction after the war of 1914-18, it became 
increasingly clear that such concern was warranted. The world’s 
central banks, anxious to fortify the basis of credit in their respective 
countries, engaged in what has been frequently described as 
a " scramble for gold.” Those who already possessed strong reserves 
sought to increase them still further, while the newlv-established 
central banks in the reconstructed countries were compelled to 
accumulate metallic reserves to form the basis of their reconstructed 
monetary systems. This struggle tor gold caused financial disequili¬ 
brium throughout the world. 

The question of central banking technique and co-operation was 
examined by the Macmillan Committee in 1931. In its report, the 
Committee pointed out that the world’s leading central banks had 
laboured under difficulties arising from three main sources : first, 
from non-monetary causes of instability which had nullified the banks 
effective control of the monetary machine, e.g., political troubles, war 
debts, seasonal variations, changes in tariffs, in fashion and in demand, 
over-borrowing by some countries and over-lending by others, rigidity 
of economic conditions and especially of costs of production, and local 
or general lack of confidence ; secondly, from the divergence between 
the interests of their own country and those of the rest of the world ; 
thirdly, from inadequate control over the monetary machine and its 
working. Neither the Federal Reserve system, the Bank of France nor 
the Reichsbank, said the Committee, had as complete a control over 
the creation of credit in their respective countries as had the Bank of 
England, whose control, within the limits of the international standard, 
was “ remarkably complete.” The Committee, however, stressed the 
fact that, even if the central bank can control the amount of money, 
it cannot control the uses to which it is put. This is the sphere of the 
commercial banks. 

The Committee considered that a central bank should regulate 
the volume and price of bank credit so as “ to maintain output and 
employment at the maximum compatible with adherence to the inter¬ 
national gold standard and with maintenance of the stability of the 
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international price level.” To do this, it must watch not only “ the 
short-money market, the gold movements and the pressure on the 
exchange and conditions abroad, but also the internal price level, the 
unemployment figures and the capital market.” It was reiterated, 
however, that owing to the international effects of monetary conditions,* 
effective internal control could be achieved only by concerted action by 
all central banks. 

In this regard, the Committee expressed the opinion that much 
greater freedom in the use of central banking reserves was desirable. 
It suggested that the use of gold should be economized by keeping it 
out of circulation, by greater elasticity in reserve requirements and by 
co-operation between central banks to avoid unnecessary gold 
movements. In general, the central banks should co-operate to ensure 
stability of international prices and investment. 

Co-operation between central banks became important in the 
period between the two World Wars, and, though it was at first largely 
informal, taking the form of secret conferences between the heads of the 
leading central banks, it proved effective. Further opportunities for 
co-operation were provided by the Bank for International Settlements , 
set up in 1929, to conduct all operations in connection with reparations, 
arising out of the first World War. 

When reparation payments came to an end, the Bank operated 
increasingly as a bankers' bank, particularly when financial and 
economic plans arising out of the granting of U.S. aid to other nations 
(e.g., E.R.P.) necessitated still closer co-operation between central 
banks. 

Co-operation thus became much more real and the central banks 
have been ready at any time to assist other banks and to place their 
resources at the disposal of any bank in need. Joint action in the 
future is promised through the working of the International Monetary 
Fund and the International Bank for Reconstruction and Development 
which were established in 1946. (See Chapter 28.) 



CHAPTER 28 


THE THEORY AND PROBLEMS OF 
INTERNATIONAL TRADE 

The principles underlying international trade are the same as those 
that determine the division of labour and the localization ol industries. 
Just as these forms of organization increase the efficiency of the 
labourer and of the productive unit, so international trade adds to the 
efficiency of each nation and enhances the benefit it derives from 
enjoyment of the world’s goods. England imports oranges from Spain 
because she cannot grow them herself, while Spain imports certain 
machinery from Britain because her industrial organization is not suited 
for its manufacture. Trade arises in such cases because one country 
enjoys an absolute advantage over the other country in the production 
of the product or products concerned. It is not, however, quite so easy 
to see why one country imports many commodities which it could, if 
necessary, produce itself at reasonable cost. 

The object of all international trade is the same as that which 
underlies all forms of exchange—to obtain the greatest possible 
advantage from the exchange of one kind of commodity for another. 
But important differences exist between international and internal trade 
because political States develop an economic unity, protected by 
natural and artificial barriers which prevent the free operation of 
economic forces. 

Within each State, labour and capital may flow fairly readily to 
those branches of production in which their employment yields the 
greatest net return. But as between different States, labour and capital 
are comparatively immobile ; various factors prevent their free move¬ 
ment from one State to another and competition between the industrial 
agents in one State and those in another is not free. 

The immobility of labour and (to a less extent) of capital between 
various political groups is partly due to differences in language, laws, 
customs, monetary systems and social conditions, and partly to fear, 
ignorance, poverty and sentiment. 

Another important difference between international and internal 
trade is that the free flow of goods is, in the.former case, frequently 
impeded by political restrictions imposed by the different governments. 
These restrictions assume various forms, e.g., taxes or quotas affecting 
some imports, and tariff preferences affecting others. In addition, 
there are the expenses, difficulties and time involved in transporting 
goods over long distances. Although, under modern conditions, these 
hindrances tend to be reduced, they generally prevent the flow of goods 
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unless the advantages that accrue as a result of that flow are sufficient 
to outweigh them. 


The Theory of Comparative Cost 

Some countries have greater natural advantages for the production 
of certain goods than others. Such advantages may be due to climatic 
conditions, mineral wealth, physical configuration and geographical 
position, or to the joint operation of some or all of these factors, but 
the result is that one country can produce certain things more cheaply 
than another. But a lower cost of production is not sufficient in itself 
to explain all movements of goods from one country to another. Why, 
for example, should England—the finest dairy country in the world— 
rely on Denmark for butter and cheese ? The answer is that England 
obtains a greater relative advantage by concentrating on manufactures 
and importing a large part of her requirements of butter from 
Denmark. In other words, England obtains a greater return from a 
unit of labour and capital by employing that unit in manufacture rather 
than in dairying. England wants butter and Denmark wants 
machinery. England prefers to get much of her butter from Denmark 
rather than produce it all herself because she can then employ her labour 
and her capital in other occupations where they, can produce much 
more wealth for a given outlay of capital and effort. For the same 
reason, Denmark sells butter and buys machinery. In the long run, 
both countries benefit ; for a given outlay of the factors of production, 
both countries obtain more machinery and more butter than if each 
itself produced both commodities. Thus, both commodities are 
cheapened for both countries. • • 

We may examine this principle in greater detail. Let us suppose 
that, in England, a given unit of the factors of production will produce, 
in a given time, either 150 lbs. of butter or three bicycles. In other 
words, to produce one bicycle we must forgo 50 lbs. of butter ; the 
opportunity-cost of one bicycle is 50 lbs. of butter. 

It is not likely that the opportunity-cost ratio between butter and 
bicycles will be the same in Denmark as in England. A unit of factors 
that can produce 150 lbs. of butter in Denmark could produce probably 
only two bicycles, i.e., the opportunity-cost of a bicycle in Denmark 
is 75 lbs. of butter. 

Let us now suppose that there is no trade in butter and bicycles 
between England and Denmark, and that England, by employing 
2 factor-units, produces 150 lbs. of butter and 3 bicycles, while Denmark 
with 2 factor-units produces 150 lbs. of butter and 2 bicycles. The 
opportunity-cost of bicycles is lower in England than in Denmark ; on 
the other hand, the opportunity-cost of butter is lower in Denmark 
than in England. If, therefore, England leaves the production of 
butter to Denmark and concentrates on the manufacture of bicycles, 
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production can be increased with the same total expenditure of factors 
°f production in both countries. England produces fi bicycles and 
Denmark 300 lbs. of butter, so that the total is greater by one bicycle 
than the previous combined output of 300 lbs. ot butter and 5 bicycles, 
and both countries benefit. England gains from any exchange whereby 
more than 50 lbs. of butter is received in exchange for one bicycle ; 
and Denmark gains from any exchange whereby less than 75 lbs. of 
butter has to be sacrificed for one bicycle. An exchange-rate of 00 lbs. 
of butter for one bicycle benefits both countries. 

This example has been given throughout in terms of comparative 
advantages of production in the two countries ; for it is comparative 
and not absolute advantages that are the basic cause of international 
trade. Even if we assume, for the present, that production is more 
efficient in England ; that 150 lbs. of butter are produced with a 
smaller unit of the factors of production in England than in Denmark, 
there is still a gain from specialization and exchange. England produces 
butter at a lower factor-cost than Denmark (and also at a lower money 
cost, if wages, interest, rent, etc., are assumed to be equal in the two 
countries). As far as bicycles are concerned, England’s absolute 
advantage is even greater, for a bicycle in England costs the equivalent 
of 50 lbs. of butter, instead of 75 lbs', as in Denmark. But Denmark’s 
comparative advantage in the production of butter is unaffected ; she 
can still produce 1J times as much butter per bicycle as England. 
By producing only butter, and exchanging it for bicycles at any ratio 
less than 75 lbs. of butter to one bicycle (say 00 lbs. of butter), Denmark 
obtains bicycles more cheaply than by producing them herself. 

England gains for the same reason ; by using her factor-units in 
the production of bicycles, a unit that would produce only 150 lbs. of 
butter can command in exchange with Denmark between 150 and 
225 lbs. of butter. 

Only if the opportunity-cost ratio in both countries is the same, 
i.e., if each has to sacrifice 50 lbs. of butter in order to obtain a bicycle, 
will exchange be unprofitable. Denmark will not offer more than 
50 lbs. of butter for a bicycle ; and England will not accept less. 

In this purely hypothetical example,' we may regard butter as 
standing for all the goods exported by Denmark and bicycles as 
standing for all the goods exported by England. The same principles 
apply when each country exchanges several products. In the production 
of some goods, it will enjoy a considerable comparative advantage ; in 
others, the advantage will be smaller; other goods again can be 
produced abroad at a greater comparative advantage and will, therefore, 
be imported. Exactly where the dividing line between imports and 
exports comes will depend on the world demand for the various 
products, on the influence of that demand on costs of production, and 
on comparative costs in the different countries concerned. To this we 
shall return later ; in the case of all goods other than those on the 
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margin of being imported or exported, comparative costs exert the 
main influence. 

We must, however, take account of transport costs, tariffs and other 
impediments to the free movement of goods across frontiers. High 
transport costs limit the area in which exchange can profitably be 
carried on. Tariffs have the same effect. In our example, before trade 
arises between England and Denmark, Denmark must sacrifice 75 lbs. 
of butter in order to have a bicycle. By trading with England, she gets 
a bicycle by sacrificing only 60 lbs. of butter. But the exchange will 
take pfoce only if it costs less than the money equivalent of the difference 
(i.e., of 15 lbs. of Danish butter) to transport the bicycle to Denmark. 
If it costs more, Denmark will gain nothing. Reduced transport costs 
or reduced tariffs, therefore, enable trading countries to reap fuller 
benefits from any comparative cost advantages they already enjoy. 

We have still to explain why trade takes place between countries 
which have different levels of factor prices. Prices of goods that enter 
into international trade tend to be equal in all countries, but factor 
prices vary considerably. Labour of the same kind tends to receive 
the same wages everywhere within the same country, but as between 
one country and another (e.g., England and India) wages differ widely 
and such differences persist because labour is internationally immobile. 

It might seem that wages in England must suffer as a result of 
importing from a country where labour is cheap. But we have already 
shown that England increases her real income by specializing in manu¬ 
facture, e.g., of bicycles, and by importing most of her food and raw 
materials, e.g., butter from Denmark. As a result, real wages in 
England rise (even though labourers in farming industries may suffer 
through the concentration on manufacture) ; while the increased 
demand for English bicycles stimulates the reward to capital and calls 
forth increased supplies. Thus, the supply of capital becomes abundant 
relatively to labour, and nominal wages as well as real wages increase. 
Further, the existence of foreign trade helps to raise the reward to 
capital by spreading the demand for machinery and other finished 
goods over a wider area. 

On the other hand, foreign trade in raw materials produced by 
a low-wage abundant-labour country, such as India, improves the 
position of her wage earners because it spreads the demand for her 
labour over a wider area and so tends to increase the general level of 
wages. 

Trade, therefore, tends to equalize factor prices as well as commodity 
prices ; but the considerable disparities in factor prices that persist 
after trade has begun are due to the very causes that give one country 
a comparative advantage over another in the production of certain 
goods, i.e., differences in natural or acquired resources. 

The units of factors chosen for the production of commodities differ 
from country to country. The choice is made primarily with reference 
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to the efficiency of the factors. Among other considerations, better 
educational and training facilities make labour more efficient in one 
country than in another ; better climatic conditions or greater fertility 
make land much more productive in certain countries. More modern 
and more efficient equipment will result in superior productivity ot 
both labour and capital in one country as compared with another. 
The more efficient the factors of production, the higher their rewards. 
The fact that wages are three or even thirty times as high in one country 
as in another does not mean that the first country cannot compete 
with the second in trade. The test is whether or not the higher wages 
are reflected in correspondingly high productivity. Only when the 
rewards to factors are disproportionately high in relation to their 
efficiency do these rewards have the same effect as high transport costs 
or high tariffs in reducing comparative cost advantages. 

The relative abundance or scarcity of the factors also affects com¬ 
parative advantages of production. The factors that are most plentiful 
in a country may not be the most efficient ; but, as they are the cheapest, 
methods of production are adapted to make the fullest possible use of 
them. In other countries, other factors will be relatively more abundant ; 
and, in general, any country that concentrates on producing commodities 
which contain a large proportion of its relatively abundant factors will 
produce those commodities at a lower comparative cost or greater 
relative advantage. 

The principle of comparative costs may, therefore, be stated as 
follows : any country w’ill gain by specializing in the production of 
those commodities in which its comparative cost advantage is greater 
(or in which its comparative cost disadvantage is less) and by exporting 
those commodities in exchange for commodities in which its com¬ 
parative cost advantage is less (or its comparative cost disadvantage is 
greater). The costs here referred to, it must again be emphasized, are 
not money costs but opportunity-costs. 


Why International Trade is Competitive 

If the theory of comparative costs applied to all international trade, 
trade between all nations would be almost entirely complementary, i.e., 
each nation would specialize on the production of those commodities 
and services in which it enjoyed the greatest relative advantage. How 
then is the theory to be reconciled with the fact that so much inter¬ 
national trade is essentially competitive ? 

In many instances, trade is clearly complementary. We export 
manufactured goods, engines and machinery to countries such as India, 
China and Brazil, while they in return send us tea, cotton, jute and other 
products that we cannot produce. But in other directions the 
keenest competition prevails. In Indian markets, Lancashire cotton 
goods, once supreme, are now subject to intense competition from 
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locally manufactured products. The United States compete with 
Britain in steel, chemicals and motor-cars, while South America, 
Canada and Australia compete with our farmers as producers of grain 
and meat. 

Several factors explain this apparent contradiction. First, competi¬ 
tion may be more apparent than real. Costs of transport, artificial tariff 
barriers or temporary national sentiment may render competition 
between two countries unequal, and may limit the extent of the pro¬ 
fitable market available to one of them. Secondly, even though one 
country may be better fitted to produce a commodity than another, the 
latter country may supply a large part of the requirements of the 
former because of the operation of the Law of Diminishing Returns 
in the former. Britain has some of the best agricultural land in the 
world on which she finds it an advantage to grow part of her require¬ 
ments of food ; but she does not attempt to grow the whole of her 
requirements because extended production w'ould raise costs unduly 
owing to the operation of Diminishing Returns. 

Further, and most important, the operation of the Law of Com¬ 
parative Costs assumes that, from the beginning, opportunity-cost 
ratios are constant and that exact knowledge exists of a nation’s 
potentialities in any line of production. The truth is, of course, that 
our knowledge of industrial possibilities is of slow' grow th. Experiments 
are made, sometimes with State assistance in the form of bounties, 
subsidies or protective duties, to discover what a country’s capacity is. 
Such forces take a considerable time to operate, fcrGt their tendency is 
to secure an ultimate distribution of industries in accordance with the 
Law of Comparative Costs. 

It is unlikely, however, that equilibrium of trade on a comparative 
cost basis will ever be reached, since other forces are always operating 
to vary the advantages of countries for the production of different goods. 
International trade is, therefore, likely to remain competitive, in spite 
of its tendency to be complementary. It is only by competition that 
countries can from time to time discover for what products they possess 
the greatest comparative advantages. 


Advantages of International Trade 

The advantages of international trade are similar to those that 
follow the localization of industries within a community (see ante , 

page 96). 

L It enables every country to enjoy goods that it does not itself 
produce, and all peoples to benefit from a greater variety of products 
and more efficient services (e.g., the shipping services of Britain, 
Holland and Norway). This makes for a higher standard of living 

throughout the world. 



THE THEORY AND PROBLEMS OF INTERNATIONAL TRADE 


427 


2. Each country tends to specialize in those goods and services 
for the production of which its disposition of factors is most suited. 
Hence, there is economy in the use of the factors of production 
throughout the world, and each country tends to obtain the highest 
return from the employment of its resources. 

3. There is an increase in the world’s productive powers and 
a fall in costs of production, an advantage in which all nations and 
individuals share. 

4. The greater number and wider area of the sources of supply 
and of demand tend to greater stability in world supplies and prices. 

5. The interchange of goods facilitates the interchange of ideas, 
whilst the recognition of economic interdependence tends in most 
cases to promote peace and goodwill between nations. 

Disadvantages of International Trade 

The real or supposed disadvantages of international trade are used 
as arguments in favour of protection, and will be more fully treated 
when that subject is examined. In general, these disadvantages fall 
under three heads :— 

1. The interests of the future may be sacrificed for those of the 
present. For the sake of present export advantages a country may 
be led to exploit her limited natural resources (e.g., of coal, or oil 
or iron) instead of conserving them for her own future needs. 

2. Foreign competition may ruin an industry and cause extensive 
social distress owing to the difficulty of transferring capital and 
labour from one occupation to another. 

3. In Britain and other countries, the development of foreign 
trade and the concentration on production (e.g., of coal, textiles and 
iron goods) led to the neglect of agriculture, to unhealthy urban 
congestion, to the exploitation of home labour for the benefit of the 
foreign consumer, and to the jeopardizing of the national economy 
in time of war when foreign trade was disrupted. 

In some respects, therefore, a reduction of international trade would 
result in a better balanced economy, and would enable countiies more 
easily to subsist on their own resources if for some reason, such as war, 
supplies from other sources are cut off. But international trade cannot 
be forgone without a sacrifice of real income and a diversion of resources 
to avenues in which they are relatively less productive, i.e., at the risk 
of a fall in the domestic standard of living. 

Terms of Trade 

Although countries engaged in international trade profit by the 
specialization that naturally develops, the extent of that profit in any 
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particular case depends on the terms of trade , i.e., on the rate at which 
a quantity of exports exchanges for a quantity of imports, and countries 
trade with one another only as long as the terms of trade are favourable 
to them. 

Country A exports coal to country B and country B exports wheat 
to country A. The ratio of exchange is 1 ton of coal to 10 bushels of 
wheat, and these are the terms of such trade between the two countries. 
From time to time, as demand for and supply of the goods vary, these 
terms are changed. 

In international trade, exchanges are carried out by values and not 
quantities, and movements in the terms of trade follow movements 
in prices. If the prices at which a country sells her exports rise re¬ 
latively to the prices she pays for her imports, then the terms of trade 
have become more favourable to her. She now obtains a greater 
quantity of imports for a given quantity of exports, or she now obtains 
the same quantity of imports for a smaller quantity of exports. Con¬ 
versely, if a country’s export prices fall relatively to her import prices, 
the terms of trade have become less favourable to her. She now 
obtains a smaller quantity of imports for the same quantity of exports, 
or the same quantity of imports for a greater quantity of exports. 
If the terms of trade become 1 ton of coal for 15 (instead of 10) bushels 
of wheat, owing perhaps to very bountiful harvests in B, or to a rise 
in the price of A’s coal, the terms of trade have become more 

favourable to A and less favourable to B. 

Although a favourable movement in the terms of trade means that 
a country can pay for her imports with relatively less exports, the 
movement may not be ultimately advantageous to the country con¬ 
cerned if it means that she is selling less goods than before, for then 
her export industries may suffer and unemployment may result, unless 
there is a permanent increase in the demand for her gogds. If there is 
a rise in the world price of British coal, Britain may be able to buy 
more wheat for a ton of coal sent overseas. But if this means that she 
exports less coal than before, the coal-mining industry may suffer 
unless the surplus coal can be absorbed in the home market. 

Moreover, a favourable movement in the terms of trade may not 
be advantageous to a country if it arises because her export prices have 
become higher relative to those of her competitors in the world’s 
markets, for those competitors are likely to take some of her customers 

and so adversely affect her export industries. 

If only two countries, A and B, are in question, a movement in 
the terms of trade favourable to one will have repercussions on the 
productive activities of the other. If B has to give more and more 
wheat to obtain coal, she may decide that the effort involved is not 
worth while, and, to remedy the situation, she may apply some ot the 
effort formerly used in growing wheat to develop her coal resources, 
or to generate electricity. As a result, the ratio of exchange will tend to 
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move in her favour, providing that A still wants the same quantity of 
wheat. 

If this does not happen, B will have to restrict her imports from A. 
But if A can be induced to maintain her exports ot coal without an 
immediate return—in other words, to lend the balance to B—B might 
be able to use the coal (or whatever else she imports) to develop her 
production of other goods which can be exported to A. A continued 
favourable movement in the terms of trade between A and B will, 
therefore, not necessarily lead to a cessation of trade between A and B. 
if investors in A are willing to lend to B. 

RESTRICTIONS ON INTERNATIONAL TRADE 

The advantages of international trade can be fully achieved only 
when the flow of goods between nations is free and unrestricted by 
natural or artificial barriers. Only in very few countries, however, 
notably Great Britain, has Free Trade with other countries been 
maintained for any considerable period. Usually, nations try to regulate 
their interchange of commodities with other countries in order to obtain 
for themselves certain anticipated benefits. 

The Buliionist Principle 

From the fourteenth to the seventeenth century the view current 
in this country was that foreign trade was advantageous only if it 
resulted in the import of the precious metals—gold and silver—which 
were regarded as the only source of wealth. Consequently, various 
measures were adopted to encourage the export of goods and the inflow 
of the precious metals, and, on the other hand, to discourage the import 
of goods and the export of specie. 

The Mercantilist Principle 

The Mercantile Theory current in Europe in the seventeenth 
and eighteenth centuries was really a refinement of the older Buliionist 
Principle rendered necessary by the recognition that certain foreign 
commodities are beneficial or essential to every country. The aim of 
the exponents of this theory, like that of the Bullionists, was to maintain 
an inflow of the precious metals, and to this end to obtain a favourable 
balance of trade, i.e., an excess of exports over imports of goods. If this 
was achieved, it was argued that the balance would be paid in specie, 
so various devices were adopted to restrict imports and to encourage 
exports, including protective duties, bounties to producers and 
exporters, colonial monopolies and treaties of commerce. 

The Mercantilists failed to realize that economic objects are not 
achieved by legislation alone and they omitted to take into account the 
influence on the balance of a country's indebtedness of such “ invisible ” 



430 


FI.F.MFNTS OF ECONOMICS 


exports and imports as payments tor interest, commissions and freights. 
The adoption of the system throughout Europe caused much 
international friction, and led eventually to its abandonment. 

In 1846, with the repeal of the tax on imported corn, England 
shook off the shackles of Mercantilism and Protection, and com¬ 
menced an era of unparalleled prosperity, during which she gradually 
came to adopt and to maintain, in the face of great opposition, a policy 
of complete freedom of trade with all other nations on equal terms, and 
permitted the admission of goods without tax, or subject to the im¬ 
position of a tax for revenue purposes only, the rate of the tax imposed 
being usually equivalent to that imposed on similar goods produced 
internally. In other countries, however, Mercantilism was followed by 
even stronger adherence to the policy of “ Protection.” 


Protection 

The aims of protection may be summed up in a few words— the 
promotion of national strength , economically and otherwise. 

Protection may be achieved in any of several ways, of which the 
chief are : — 

The Imposition of Tariffs , or Import Duties , on goods entering the 
area protected. Such duties may be imposed on all imports or on 
certain goods only (e.g., on goods that can be efficiently produced 
internally), so as to protect certain “ key ” or “ pivotal ” industries or 
industries subject to “ dumping ” or undue foreign competition. 

In an attempt to lessen the hindrances to international trade 
caused by tariffs, two nations may enter into a Commercial Treaty, 
whereby each nation agrees to admit on preferential terms certain 
commodities produced by the other. Thus, the parties may agree to 
admit each other’s goods without a tariff or with lower tariffs, so 
favouring those goods in competition with the goods of non-favoured 
countries. The Most-favoured Nation Clause commonly inserted in 
such treaties provides that each contracting nation shall give the other 
at least as favourable terms in regard to trade as it gives any other 
country. This principle was accepted by the members of the Inter¬ 
national Trade Organization (see page 437 below). 

0 

The Prohibition of Imports is usually only a temporary measure 
introduced to adjust an unfavourable balance of trade, or to protect 
a country’s industries during a period of abnormally bad trade. 

The Establishment of Import Boards for the bulk purchase of staple 
commodities such as wheat and cotton. Such schemes have a variety 
of objects, including : {a) the protection of the home producer by 
regulation of competing imports ; (£) the stabilization of prices by the 
elimination of short-term fluctuations in supply and or demand; 

(c) the reserving of the home market for countries with whom it is 
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desired to maintain close economic relations, e.g., the Dominions and 
Colonies in the case of this country ; and (d) State regulation of imports 
(their nature and amount), of the scale and direction of production, of 
prices and of exchange transactions and payments. 

State bulk-buying can be used as a bargaining weapon to achieve 
a change in a country’s terms of trade and so reduce a balance of 
payments’ deficit. An important importing country is in a powerful 
position if it can buy from several sources, if it can enforce shortages at 
home, and if supplies in the selling country are inelastic, e.g., sugar in 
the British West Indies. It can then buy less than the total quantities 
available in the market, and so cause prices to fall and the terms of 
trade to move in its favour. 

The Establishment of a Quota System , such as has operated in 
several British industries (e.g., films), by which a fixed quantity or 
proportion of a certain class of goods must be of home production, or 
where the total import is fixed and various countries are allotted 
a quota in that total. 

There are important distinctions between a tariff and a quota 
system. A quota scheme usually produces a direct and measurable 
effect on the volume of imports. The effects of a tariff are less certain. 
Under both schemes prices will rise. Under a tariff system, the duty 
directly raises prices ; under a quota scheme prices are raised by the 
limitation of competitive supplies. With a tariff, the money taken from 
the consumer is shared by the Exchequer (as revenue) and by the 
protected interest (in higher prices). With a quota, however, there is 
no revenue (indeed, the government is involved in administrative 
expense), and the whole benefit goes to the producer. Hence a quota 
may confer a given benefit on the producer at a lower cost to the 
consumer than would result from a tariff, and prices may not rise so 
much under a quota system as under a system of tariffs. 

Whether such a result will actually accrue depends largely on the 
goodwill of the producer and the extent of government supervision. 
For there is no automatic limit to the rise in prices under a quota 
system as there is when protection takes the form of a tariff. With 
a tariff, the rise in prices is limited ; prices cannot rise above world 
prices by an amount exceeding the tax. Prices under a quota system 
are not limited in the same way because the absolute amount of sales 
is guaranteed (to the extent, of course, that demand is inelastic). 


Theory of Protection 

The first argument of the advocates of Protection is that the 
strength of a nation and its freedom from dependence on other nations 
can be preserved and consolidated only if its industries are diversified and 
are so organized as to be capable of satisfying its own needs. A nation 
should not be dependent on a few industries only, the failure of which 
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may cause widespread hardship ; the greater the variety of industries, 
the less the danger of disaster. This variety of production can be 
achieved only if steps are taken to prevent the underselling of a country’s 
producers by foreign exporters of those goods the production of which 
it is sought to develop. This argument is clearly opposed to the 
principle of international trade, inasmuch as it aims at national rather 
than international unity ; the basic idea is to make the nation self- 
supporting and thus minimize its dependence on other nations. 

Protection of newly-developing industries is advocated on the 
ground that they cannot progress or even continue to exist in the face 
of unrestricted competition from foreign products, and particularly 
those of more advanced communities. The adoption of this principle 
has enabled the so-called newer countries to develop manufacturing 
industries under the shelter of protective tariffs directed against the 
older industrial countries, and has enabled Britain and other countries 
to establish and develop new industries for the production of articles 
that would otherwise be imported. 

Judged solely on the basis of economic principles this “ nursing ” 
of infant industries must be held to be unsound, as it is opposed to the 
principle that industries develop and will prosper if they have a 
sufficient relative advantage to justify their existence. While there 
may be some justification for assisting one industry in its early stages 
in the face of severe foreign competition, there can be no economic 
justification for the persistence of that industry if it cannot exist 
without the sheltering barrier of a protective wall. Protective duties 
tend to create vested interests in the form of industrial organizations 
whose existence depends on a continuance of protection ; they are 
virtually given a monopoly because the capital and labour retained in 
them by virtue of State interference would otherwise flow to other 
industries yielding a greater net return. A nation’s productive resources 
will be most remuneratively employed only if their mobility is un¬ 
hampered and they are subject to the spur of competition. 

The reply of protectionists to such contentions is generally that 
labour and capital are not perfectly mobile, even within the boundaries 
of one State, and that some assistance must be given to enable them to 
reach their best possible outlets. 

A third reason for the adoption of protection on national grounds is 
that self-sufficiency tends to improve the national defence in times of 
war , particularly by safeguarding essential or “ key ” industries. The 
reliance of one country on others for necessary products may have 
serious results when war breaks out ; in industrial countries the 
protection of agricultural products, in particular, is necessary to 
prevent a scarcity in wartime of vital foods and raw materials. 

A fourth argument is that home industries should be encouraged on 
patriotic grounds, apart from any other consideration. If home 
markets are reserved to home producers, the latter benefit from the 
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greater stability of demand and the security of an internal market free 
from international complications. 

Protectionists further maintain that their policy is necessary to 
prevent the “ dumping ” of the products of foreign sweated labour, or the 
products of industries subsidized by foreign governments, or the 
products of foreign industries conducted under monopolistic conditions. 
In the first case, they argue, home producers of similar articles cannot 
compete because they are compelled to pay higher wages than those 
paid by the foreign producers. In the second case, home producers 
cannot compete against the lower prices charged by foreign industries 
that have the advantage of subsidies. In the third case, the foreign 
monopoly organizations may produce more than is required to satisfy 
their home demand solelv to obtain the benefits of increasing returns, 
and may dump the surplus commodities in another country at a price 
much below production cost. If, as has happened, the result is to drive 
producers in the importing country off the market, price may be raised 
to the advantage of the foreign dumping concern. 

The free trader admits that dumping may be harmful and that it 
should be countered in certain circumstances, but maintains that it is 
often of general benefit to the community by enabling consumers at 
spasmodic intervals to buy at bargain prices. Further, the dumping 
of cheap foreign products may rouse home producers to extra effort, 
and in the long run the home consumer may benefit from cheaper 
home-produced goods. 

As we have seen (page 424), there is no economic justification for 
the argument that the products of a country, where one factor (e.g., 
labour) is cheap, should be excluded from a high-wage country so as 
not to depress wages in that country. If such goods are excluded, 
labour in the first country will become still cheaper, because the 
demand for its products will contract. In consequence, the low-wage 
country may be able to undersell the other in markets that do not 
discriminate against its products, with the result that exports from the 
high-wage country are reduced. The restriction of trade both with the 
country whose products are excluded and with others now buying 
from that country will tend to increase the relative abundance of factors 
co-operating with labour in the high-wage country. But this will not 
necessarily be an advantage, as these factors will now have to be used 
in the production of commodities that were formerly imported from 
the low-wage country. Some labour in the high-wage country may 
get still higher wages if there is an increased demand for its services in 
the production of goods formerly imported ; but we have to remember 
that trade would not have taken place with the other country in the 
first place, if the goods imported from it were not being obtained at a 
lower comparative cost, i.e., in return for exports of goods requiring 
relatively less labour and capital. In so far as the high-wage labourer 
is himself a consumer, either of his own products or of the products of 
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other workers, his real wages will be lower even though his nominal 
wages may have risen. 

Protection is widely advocated on fiscal grounds, i.e., it is held that 
tariffs afford a good revenue largely at the expense of the foreigner, 
who, it is argued, has to bear the larger proportion of them. Free 
traders reply that in the long run the home consumer pays the taxes in 
increased prices for goods ; only in the rare case where the importing 
country is the chief market for the particular commodity is it likely 
that the tax will be borne by the foreigner. They maintain that if 
duties are to be imposed at all, they should be exacted for revenue 
purposes only (with countervailing duties on home-produced goods), 
or to prohibit the import of deleterious goods and not with any ulterior 
object of regulating the production of commodities. In any case, 
if a revenue is yielded, it means that the foreign goods are competing 
successfully and that the duty is to that extent failing to fulfil its 
protective function. 

An important argument against protection is that based on the 
statement that “ exports pay for imports.” Although this statement 
is not literally true in the sense that a nation’s imports of goods must 
balance its exports of goods, it is nevertheless a fundamental proposition 
of the theory of international trade that, in the long run, a nation’s 
receipts on international account cannot materially exceed its payments. 
This matter is explained in Chapter 29, but it may here be said that 
any excess of exports over imports, unless it has arisen automatically in 
payment for services rendered by other nations, must be adjusted by 
the lending of an equivalent amount to the debtor countries. If by 
a policy of protection or otherwise a nation restricts its imports, it can 
maintain the total of its exports only by increasing its loans to foreign 
countries. But no country can increase the total of its investments to 
an unlimited extent, and the usual effect of a restriction of imports is 
to cause a corresponding restriction of exports. In other words, tariff 
barriers tend to aid the sheltered industries at the expense, not so 
much of the foreign competitor, as of the home exporting trades, and 
they lead to an undesirable restriction of the volume of world trade. 

In reply to this contention, protectionists point to the benefits 
accruing to home industries from the widening of home markets, 
and urge that, even if exporting trades suffer some injury, the loss in 
foreign trade is more than made up by the increase in domestic trade. 

So far as this aspect is concerned, no conclusion can be reached which 
is applicable to all countries. In one case internal trade may benefit to 
a greater extent than foreign trade suffers ; in other cases the reverse 
may apply. 

Other Interferences with International Trade 

The imposition of tariffs and quotas is not the only form of inter¬ 
ference with international trade. Other devices designed to restrict 
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imports or to encourage exports are applied by different nations in an 
endeavour to overcome trading difficulties or to snatch an advantage 
from rivals. These devices include the granting of bounties and 
subsidies, exchange manipulation, and exchange restrictions. 

Bounties are payments made by the State to producers or exporters 
to enable them to sell certain goods at prices that would otherwise not 
pay, and so to compete intensively in foreign markets. They may cause 
importing countries to impose “ dumping duties ” on such goods, or to 
levy the normal import duty on the basis of the current price in the 
exporting country instead of on the actual export selling price. 

Subsidies are payments made by the Slate to an industry to assist 
it to carry on in the face of foreign competition. Such subsidies may 
be designed to foster the establishment or growth of new (“ infant ”) 
industries, or to prevent the decay of “ old ” industries that are 
regarded as nationally important, especially industries that are vital to 
a nation’s safety or to the maintenance of its balance of payments, e.g., 
the subsidies granted to Britain’s shipping industry, on which she 

depends so largely for food and for much of her “ invisible export ” 
income. 

Subsidies of this kind are quite distinct from those paid to home 
producers (e.g., the meat subsidy in Britain) to keep down domestic 
selling prices and the cost-of-living. 

Exchange Manipulation involves the artificial lowering or raising of 
the external value of a nation’s currency so as to place a bounty on 
exports while discouraging imports, or to reduce exports while 
encouraging imports, the object being to adjust the balance of payments. 

Exchange Restrictions , explained in Chapter 29, are also used to 
reduce imports and to encourage exports. 

Licensing of Imports and Exports. —In Britain and other countries, 
compulsory reduction or prohibition of imports and exports of certain 
classes of goods has been effected by subjecting such imports and exports 
to Government licenses, which the controlling Ministry may refuse to 
grant in certain cases or issue for restricted quantities only. 

Britain and Tariffs 

Conditions during and immediately after the First World War 
necessitated some modification of the free trade policy so long applied 
in Britain, with the result that “ key ” industries received a certain 
amount of protection in 1915 and again in 1921. 

Further justification for a tariff policy was found when, in 1931, we 
had for the first time a deficit on our international account. We had to 
find immediate ways of adjusting our imports and exports, and it was 
considered that this could be done most effectively by reducing our 
imports by the imposition of tariffs. Unfortunately, national economy 
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came too late and, with the collapse of the pound and the abandonment 
of the gold standard in September, 1931, there came a definite reaction 
in favour of protection. This was manifest in the passing, in 1931, of 
the Abnormal Imports Act, which imposed duties amounting to 
50 per cent, on certain manufactured goods imported from countries 
outside the British Empire. 

Once it had embarked on a tariff policy, the Government found it 
both easy and expedient to extend that policy. The Import Duties 
Act , 1932, definitely committed this country to a policy of protection ; 
a 10 per cent, general tariff was imposed on all imports into the United 
Kingdom, while certain commodities were subjected to additional 
protective tariffs in order to give special protection to a number of 
essential industries. The Act also provided for special duties (political 
tariffs) to encourage Empire trade, to retaliate against ofreign dis¬ 
crimination against British goods, and to be used as a bargaining weapon 
with foreign countries. In later years, the protective weapon was still 
further applied to curtail luxury and non-essential imports with a view 
to the improvement of Britain’s balance of trade. 


Imperial or Commonwealth Preference 

Britain’s adoption of protection brought into prominence the 
question of Imperial Preference, which involves the granting of 
preferential import duties in favour of the products of Commonwealth 
countries as against the products of foreign nations. 

The most important argument against such preferential treatment 
of Commonwealth countries is that it tends to create trading difficulties 
with other nations outside the Commonwealth. Britain cannot obtain 
anything like all her essential imports from Commonwealth countries ; 
her total Commonwealth trade is not one-half her total foreign trade, 
so she cannot afford to antagonize important customers and suppliers, 
such as the U.S.A., in order to foster her trade with Commonwealth 
countries. 

On their part, the Dominions and Colonies are anxious to promote 
the growth of their own industries and the production at home of goods 
which, in the past, have been imported mainly from Britain and other 
highly developed communities. Canada and Australia, for instance, 
have long ceased to be satisfied to be agricultural communities supplying 
Britain with food and raw materials in exchange for manufactured 
articles. They regard the protection of their own relatively new manu¬ 
facturing industries as essential to their development as self-contained 
progressive communities. 

Up to the present, the ties that bind the countries of the British 
Commonwealth have ensured adherence to the policy of Imperial 
Preference in varying degree, but it seems clear that the economic 
interests of the developing Commonwealth countries will ultimately 
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compel the discontinuance of any arrangements that prevent them from 
playing a full and untrammelled part in world trade, especially as such 
preferences are increasingly objected to by other countries which are 
placed at a disadvantage in competing for trade with Commonwealth 
countries. 

World Free Trade 

Discussions and agreements between the nations in the years 
following World War II have revealed a vast and growing recognition 
of the evils of trade restrictions and of the advantages that should 
accrue from freedom of international trade. It is now almost uni¬ 
versally agreed that the restoration of world equilibrium depends on 
the reduction or abolition of the restrictions which have so long 
characterized trade between the nations. Thus, membership of the 
International Monetary Fund (see Chap. 29) entails a pledge that 
restrictions on the free flow of goods between countries shall be reduced. 
By certain clauses of the agreement arranging the Anglo-American 
Loan, 1946 (see Chap. 29), Britain pledged herself to the development 
of non-discriminatory trading relations with the United States and the 
rest of the world, an undertaking that might ultimately entail the 
disappearance of Imperial Preference. 

A further step towards freer trade was taken by the International 
Trade Organization (I.T.O.), set up by the L T nited Nations, which 
began its work in 1946 with the drafting of a World Trade Charter to 
come into operation in 1952. The Charter prescribes a code of conduct 
for all the subscribing nations. It declares that the primary objective 
of the Organization is to foster international trade so as to promote 
a high level of employment throughout the world, and that an important 
nrst principle is the substantial reduction of existing trade barriers so 
that the volume of international trade may be increased and be 
maintained at as high a level as possible. 

In 1947, the members of the I.T.O. concluded between themselves 
an Agreement on Trade and Tariffs with a view to taking immediate 
steps to reduce tariff barriers so as to foster international trade. The 
Agreement accepts the most-favoured nation principle (i.e., any 
advantage given by any signatory to any other country is to be’given 
to all signatories to the Agreement), and the signatories undertook not 

existing specific or ad valorem duties, in respect of goods 
scheduled in the Agreement, to a level higher than prevailed before 1939, 
and not to impose duties on goods at present not subject to duty. In 
subsequent years the agreement was further implemented. 
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FOREIGN EXCHANGE 

Different countries use different monetary units to express prices and 
values. Britain expresses prices in pounds, shillings and pence ; France 
uses francs and centimes ; Canada uses dollars and cents. A Canadian 
who sells goods to Britain ordinarily wants payment in dollars, so his 
British debtor must exchange pounds for dollars to make the payment. 
This he does by means of the foreign exchange mechanism, which 
makes possible the exchange of different moneys. 

This mechanism operates through the world’s banks and specialist 
firms of exchange brokers and dealers. The banks buy and sell foreign 
currency (notes and coins) and rights to foreign currency (bills of 
exchange, cheques, drafts, securities and book entries). 

For many years before 1914 (and, to a modified extent, between 1925 
and 1939) there was a free market in most foreign currencies ; i.e., 
currencies could be freely exchanged through banks and other exchange 
dealers. During and after the Second World War, however, many 
countries imposed severe restrictions on exchange operations, most of 
which continue in operation. Nevertheless, the basic principles of 
foreign exchange, as explained below, still remain valid. 

Rates of Exchange 

The price of one currency unit (e.g., £1) in terms of another 
currency (e.g., the French franc) at any particular time is called the 
rate of exchange between the two currencies (e.g., = 980 francs). 

Prevailing rates of exchange are quoted by banks and exchange dealers, 
and are reported in the press. When a nation’s exchange rates are 
officially controlled, the rates are fixed and published by its monetary 
authority (e.g., in Britain, by the Treasury and the Bank of England). 

Banks and dealers who buy and sell foreign currencies are in 
continuous touch with other banks and dealers at home and abroad, 
and (when there is no control) the rates of exchange vary—like ary 
other prices—according to the relation between the supply of and the 
demand for the currencies concerned. If the demand for francs in 
Britain increases relative to the supply offered for sale, the value of 
francs in terms of sterling tends to rise. If in Britain there are more 
sellers of francs than buyers, the sterling value of francs tends to fall. 

The supply of a foreign currency in a given country at any particular 
time consists mainly of offerings of that currency by people who have 
claims to payments or funds in the foreign country concerned, because, 
for example, they have sold goods, securities, services or gold to that 
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country. Th'' demand for a foreign currency in a given country arises 
chiefly from people who wish to buy rights to that currency, because 
they have bought goods, securities, services or gold from the foreign 
country concerned ; or because they w'ish to travel or invest funds there. 

In the absence of control, there is also a large speculative demand and 
supply in connection with most currencies. Just as stock exchange 
“ hulls ” buy shares in expectation of a rise in price, and “ bears ” sell 
shares in the hope of a fall, so bulls and bears of foreign currencies buy 
and sell in the hope of making profits from future changes in the prices 
of (i.e., the exchange rates for) those currencies. 

The world’s financial centres are so closely linked by cable, telephone 
and wireless that the market in foreign currencies is a world market, 
so that movements in the price of a currency in one centre are quickly 
reflected in other centres. If the franc falls markedly in value in 
London, it falls also in other w r orld centres. Normally, this “ levelling 
process ” is due to arbitrage operations , by which exchange dealers try 
to make profits from differences in the prevailing values of a certain 
currency on different world markets. 

When exchange controls operate, the influences that affect demand 
and supply are modified. Purchases of foreign currencies may have to 
be sanctioned by the monetary authority ; purchases for speculative 
purposes and arbitrage operations may be forbidden, while dealers may 
be permitted to buy and sell only at officially fixed rates. 

Even when dealings are controlled, the responsible authority takes 
account of supply and demand in fixing current rates. The authority 
adjusts supply or demand, or both, by various devices, in order to 

rates that best serve the ends it seeks to pursue, but all 
official rates must approximate to the purchasing power parities between 
the controlled currency and other currencies, otherwise exchange and 
trade would be detrimentally affected. 


Purchasing Power Parity 

On a given day, people in Britain who are buying dollars, francs, 
rupees or any other currency pay for them at the prevailing rate of 
exchange, whether that is determined officially or in a free market 
In the long run , however, the price paid in Britain for any foreign 
currency is mainly determined by comparing the amount of the foreign 
currency that has to be given in its own country for a given quantity of 
goods with the number of pounds that have to be given in Britain for the 
same quantity of the same sort of goods. In other words, the market 
valuation of one currency in terms of another depends ultimately on the 
relative purchasing power of the two currencies in their respective 
countries in terms of the same goods. The prevailing rate of exchange 
oetween any two currencies tends to vary with changes in the purchasing 
powers o those currencies in terms of the same goods, and tends to 
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rest at a point that expresses equality between their respective 
purchasing powers, e.g., £1 = $2.80. This point is called the Purchasing 
Power Parity between the currencies. 

By way of illustration, let us suppose that, at a certain time, a group 
of internationally-required commodities (e.g., gold, silver, iron ore and 
wheat) can pass to and fro between U.S.A. and Britain, without taxes 
or restrictions or transport costs, and that identical quantities of these 
commodities can be bought in U.S.A. for $300 and in Britain for £100. 
Clearly, then, the purchasing power of $300 in terms of these goods 
equals the purchasing power of £100, and the rate of exchange between 
dollars and pounds—based on the prices of these goods—should be 
$3 = £1, the relative worth of the two currencies in terms of the same 
goods. 

If this were not so, economic forces would tend to bring the rate to 
this point. Suppose, for instance, that when the purchasing power 
parity between dollars and pounds in terms of goods was $3 per £1, 
the rate of exchange was $4 per £1. This would mean that £1 converted 
into dollars at the prevailing exchange rate ($4 = £1) would buy more 
goods in U.S.A. than in Britain, because goods costing £100 in Britain 
could be bought for $300 in U.S.A., i.e., for £75 at the prevailing rate 
of $4 = £1. At this rate, the dollar would be under-valued in terms of 
pounds ; i.e., it would be profitable for people in Britain to buy goods 
in U.S.A., so increasing British demand for U.S. exports and dollars. 
At the same time, people in U.S.A. would find British goods relatively 
expensive (because they would have to pay $400 to obtain £100 worth 
when the real goods’ value was only $300 per £100), so they would buy 
less from Britain and the demand for sterling would fall. 

Because of the increased demand for dollars and the decreased 
demand for sterling in such conditions, the rate of exchange would tend 
to move against sterling until it reached approximately $3 per £1, at 
which point the exchange rate and the purchasing power parity would 
tend to coincide. When, therefore, the currency of a country is under¬ 
valued by the exchanges (i.e., when the exchange is more favourable 
to foreign buyers than the purchasing power parity), the country’s 
exports tend to increase and her imports to decrease. 

Conversely, if the purchasing power parity was $3 = £1, but the 
rate of exchange was $2 per £1, the dollar would be over-valued. The 
demand for sterling would increase, and the demand for dollars would 
decrease until the exchange approximated to the purchasing power 
parity of $3 = £1. In general, when a country’s currency is over¬ 
valued , the effect is to stimulate its imports and discourage its exports. 


Deviations from Purchasing Power Parity 

Even when exchanges are uncontrolled, there may be considerable 
differences between the prevailing exchange rate between two currencies 
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and the purchasing power parity calculated by reference to the price 
index numbers in the two countries. These differences are attributable 
to various factors. First, price index numbers are only estimates, and 
are calculated in different countries on different bases, i.e., with 
reference to different kinds and quantities of goods. People in one 
country do not spend their money on the same assortment of things 
as people in another. People in England drink beer and eat beef ; 
French people drink wine and eat mutton and veal. Further, in 
comparing prices of the same goods in two countries, allowance must 
be made for the cost of moving the goods between the countries, and 
for any taxes or bounties or allowances that increase or decrease the 
cost to the importing country. Again, many goods and services 
(e.g., houses; internal transport; gas, water and electricity) do not 
enter directly into international trade, or give rise to exchange trans¬ 
actions, and changes in their prices may markedly affect internal price 
levels without affecting exchange rates. 

Moreover, an alteration in the terms on which products are traded 
between two countries may considerably affect the exchange rates, 
which may change more than in proportion to the change in the 
purchasing power parity based on the internal price levels. In fact, an 
increased foreign demand for a commodity may make the terms of trade 
so favourable to the exporting country that the exchanges may move in 
her favour even though her internal price-level has risen. 


Marked changes in the internal demand in one country for certain 
goods may cause important changes in her general price level, but such 
changes cannot be fully related to variations in the purchasing power 
parity between her currency and that of another country where no such 
change in demand, or a quite different change in demand, has occurred. 
One community may demand more tea ; another may demand more 
coffee or cocoa or wine. 


Further, the goods and services entering into international trade are 
not in a rigid category, and exchange movements may make it profitable 
to export or import goods that could not be profitably traded before. 
There may be no change in the internal price-levels, but the additional 
goods now traded may affect exchange rates by increasing the demand 
for the exporting country’s currency while increasing the supply of 
the importing country’s currency. 

Purchasing power parities, therefore, do not alone or absolutely 
determine exchange rates. A variety of factors (changes in the demand 
tor or the supply of imports or exports, or capital movements, or changes 
in tariffs or in transport costs) may cause exchange rates to move other 
than in proportion to changes in price-levels. 

purchasing power parity theory undoubtedly 
explains how, in the long run, the movement of goods, services and 
capital between countries tends to be determined by the relation 

p 
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between their prevailing price-levels. And, although many considera¬ 
tions—political and economic—determine the fixing of official rates, 
monetary authorities will not permanently permit any great differences 
between official rates and purchasing power parities because such 
differences would ultimately disturb their external trade and internal 
economy. 

Purchasing Power Parity under the Gold Standard 

For many years before 1914, and again (though to a modified 
extent) between 1925 and the early thirties, the world’s chief currencies 
were on the gold standard, i.e., each currency unit was required by law 
to contain and/or to be exchangeable for a specified amount of pure 
gold (see Chapter 23). Gold was the basis of all values in such countries. 
Their prices were gold prices, and tended to the point where a given 
quantity of gold bought approximately the same quantity of inter¬ 
nationally traded goods. Gold flowed freely between countries and 
world stocks of monetary gold tended to be distributed among them 
according to their relative monetary requirements (i.e., according to 
the quantity of gold required by each country to maintain its income 
and price structure at the nationally desired level). 

If in one gold-standard country gold for any reason became relatively 
scarce, its volume of credit would be contracted and its money incomes, 
money costs, and export prices would fall. Other nations would buy 
more of its goods and gold would tend to be sent to it in whole or part 
payment, so increasing its supplies of gold as well as raising its level of 
incomes and prices. Conversely, if in a gold-standard country gold 
became relatively plentiful, its volume of credit would be expanded, and 
its money incomes, costs, and export prices would rise. Other nations 
would reduce their imports of its goods and the country itself would 
tend to import more. Its gold would tend to flow out in payment for its 
imports, thus decreasing its reserves, contracting its credit basis, and 
lowering its incomes and prices. In brief, the purchasing power parity 
and the rate of exchange between two gold-standard countries tend to be 
equalized by movements of gold between them and/or by adjustments 
in their money costs, incomes and price-levels. 

Because of financial and trade difficulties enhanced by the First 
World War, the gold standard became unworkable and one country after 
another was compelled to abandon the system. At the time of writing 
(Dec., 1950), there are no countries on gold. Gold coins, though still 
legally provided for in some countries, are nowhere in circulation, while 
gold reserves have lost their former significance. Nevertheless, such 
reserves are jealously safeguarded and gold is still an important factor 
in the world’s financial mechanism. The post-1946 system arising out 
of the Bretton Woods Agreement and the establishment of the Inter¬ 
national Monetary Fund (see later in this Chapter) is, in effect, 
a compromise between the orthodox gold standard and its complete 
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abandonment as an international standard. A grasp of the theory and 
operation of the old gold standard helps, therefore, to an understanding 
of the principles that govern exchange rates and the present and past 
methods of exchange control. 


Gold Parities : Mint Par of Exchange 

When two currencies are on the gold standard, the arithmetical 
basis of exchange between them is the ratio between the quantities of 
pure gold the standard coins of each country are required by law to 
contain. This basis is called the Mint Par of Exchange between the two 
currencies. Thus, when the British gold sovereign was required 
by law to contain a specified quantity of pure gold and this same 
quantity was required by Canadian law to be contained in 4.8(3§ 
Canadian gold dollars, the mint par of exchange between the sovereign 
and the Canadian gold dollar was £1 = $4.86§. 

A mint par cannot be established between currencies based on 
different standard metals (e.g., gold and silver ; nickel and copper) 
because the world values of such metals fluccuate independently. 

When two currencies are no longer freely convertible into the same 
standard metal at the statutory price, the mint parity between them is 
merely a theoretically calculated equivalent indicating the original 
numerical basis of exchange between the two currencies and is no longer 
the practical basis of the prevailing rates. 


Gold Points or Specie Points 

When gold can flow freely between two gold-standard countries, 
the rate of exchange between their currencies moves on either side of the 
mint par within two narrow limits, known as the gold points or specie 

points , which are determined by the cost of moving gold between the 
two countries. 


The outgoing or export specie point from country A to country B 
marks the upper limit to the price in A of B’s currency, at which it is 
cheaper for debtors in A to ship gold to pay their creditors in B than to 
buy currency in any form of credit remittance, and at which it pays 
creditors in B to demand gold rather than accept a credit remittance 
from their debtors in A. The incoming or import specie point into A 
from B is the lower limit to the price of B’s currency in A, at which it is 
cheaper for debtors in B to remit gold to A than to buy and send a credit 
remittance, or at which it pays creditors in A to demand gold in payment 
rather than accept a credit remittance from B. 

When gold is moved from one country to another, the cost includes 
not only the legal price at which the gold is bought in the one country 
and sold in the other, but also the expenses incurred, comprising 
reight, packing, carriage, insurance, commission to the banker or 
ullion broker undertaking the business, and perhaps some charge for 
minting and/or assaying. These charges vary from time to time, 
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e.g., according to the value of the consignment and competition between 
the transport companies. Interest on the total value involved must also 
be taken into account; this varies with the time taken and the ruling 
market rates. Any factors that increase the cost of moving gold widen 
the difference between the export and import points, i.e., the spread 
within which gold standard exchange rates can fluctuate before gold is 
moved. Conversely, any factors that lessen the cost of moving gold 
reduce the spread and increase the likelihood of gold movements. 

While the exchange rates between two gold standard countries keep 
within the gold points, no gold will move between the countries. But 
the exchange rates will stay within the gold points only as long as they 
correctly reflect the relation between the income and price-levels in the 
two countries. 

When incomes and prices in one gold-standard country (say X) are 
high as compared with incomes and prices in other gold standard 
countries (i.e., when the purchasing power of X’s currency is low 
compared with the purchasing power of other gold currencies), X is 
a good market in which to sell but a bad market from which to buy. 
X’s imports will increase relatively to its exports ; its demand for 
foreign currencies will become relatively greater than the international 
demand for its own currency, and the exchange value of its currency 
will fall. Under the gold standard, the exchange value can fall only 
until X’s export gold point is reached, for then it becomes cheaper 
for X to export gold rather than pay more of her currency in exchange 
for credits in foreign currency. 

The outflow of gold is itself an export, and (if the disturbance of 
the balance of payments is only small or temporary) may itself correct 
the exchange by equalizing the country’s payments and receipts. 
If the disturbance is more serious, the continued outflow of gold tends 
to set counteracting forces in motion. The loss of gold reduces the 
gold backing of the currency and credit system. If the backing falls 
below the safe or traditional level, banks restrict their advances and 
strengthen their reserves, credit is contracted, incomes and prices fall, 
imports are discouraged and exports are encouraged. In the gold¬ 
receiving country, the opposite happens. Reserves and credit increase, 
incomes and prices rise, imports are stimulated and exports are 
discouraged. 

These opposite influences in the two countries tend to restore 
equilibrium between imports and exports in the gold-losing country. 
The demand for and supply of its currency tend to equality, and its 
exchange rates tend again to fluctuate within the gold points. 


Rules of the Gold Standard 

Though the outflow of gold from a gold-standard country tends to 
cause a contraction of credit and to generate its own correctives, these 
effects take time to operate. Yet if the gold outflow continues, the 
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central bank may find its reserves getting dangerously low and may be 
faced with the prospect of being driven off the gold standard. It may, 
therefore, decide to hasten credit contraction by raising its rate of 
discount. This influences the situation in several ways :— 

(1) Short-term Loans are Attracted from Abroad. —The rise 
in the central bank’s rate forces other banks and market lenders to 
raise their interest and discount rates, and the increased rates 
attract short-term investments from abroad. The transfer of funds 
increases the demand for the receiving country’s currency and 
increases the supply of the investing country’s currency, thus 
tending to stop the efflux of gold and to induce an influx. But foreign 
funds will not be attracted if the drain of gold is so serious as to 
shake confidence in the country’s monetary stability. 

(2) Long-term Loans are Attracted from Abroad and Long¬ 
term Lending Abroad is Discouraged. —Higher interest rates and 
exchanges favourable to other nations tend to attract new long-term 
loans and encourage foreign purchases of the country’s existing 
securities, especially as the rise in interest means lower prices for 
its fixed-interest bearing securities. These effects are less certain 
and slower than (1). Moreover, it may not be advantageous for 
a country to borrow from abroad at long-term at comparatively high 
rates. 

(3) The Demand for Loans at Home is Discouraged. —Higher 
interest rates lessen the home demand for loans ; incomes, prices 
and money costs fall ; exports are encouraged and imports 
discouraged. 

If the original gold efflux was due to temporary causes and not to 
radical and more permanent disparity between domestic incomes and 
prices and .those abroad, the central bank may, after a while, lower its 
rate and so avoid the adverse effects of deflation (credit restriction, 
dislocation of prices and incomes, and depressed trade). 

If the disequilibrium is deep-seated, however, a gold standard 
country that continues to lose gold has no option, if it wants to stop 
the efflux, remain on the gold standard and increase its exports 
relatively to its imports, but to continue its policy of high interest rates 
(or dear money) so as to deflate domestic incomes and prices. If this 
leads to considerable unemployment and the country is an important 
one, other countries may suffer through the loss of a valuable market. 
Unemployment may spread to them ; they also may have to face 
deflation and may not be able to increase their purchases from the first 
country. Thus a prolonged and widespread depression may be 
generated. 

This illustrates a serious disadvantage of gold standard exchanges 
as compared with exchanges between currencies not tied to any 
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standard. When a country’s exchanges are free, an excess of imports 
(visible and invisible) and a capital outflow may be corrected by 
lowering (depreciating) the exchange value of the currency unit (see 
page 460), so encouraging exports (because they become relatively cheap 
in foreign money) and discouraging imports. Equilibrium may thus be 
brought about without dislocating domestic price and income 
structures, causing unemployment at home and, if the country is an 
important international market, depression abroad. 

If the gold standard is to operate satisfactorily, it is as essential for 
central banks in gold-receiving countries to encourage credit expansion 
as it is for the central banks in gold-losing countries to stimulate credit 
contraction. Clearly, any trade disequilibrium between two countries 
involving an efflux of gold from one to the other will be rectified much 
more quickly if the measures taken by the gold-losing country to lower 
its incomes and prices are reinforced by measures in the gold-receiving 
country to increase its incomes and purchasing power. It is this double 
action that really constitutes the main “ rule ” of the gold standard, 
but the standard has never worked or been allowed to work strictly to 
the rule. 

A gold-standard country that is losing its gold must stop the outflow 
if it is to remain on gold. But a country receiving gold is subject to no 
such compulsion with regard to the gold inflow ; indeed, it may decide 
to sterilize any additions to its gold stocks (i.e., hoard the extra supplies 
in its vaults and not allow them to become the basis of additional credit 
and so inflate incomes and prices), or it may raise the gold reserve to 
be held against the note issue. In such circumstances, the gold-losing 
country has itself to bear the brunt of the readjustment, which may be 
a long and painful process. 

The gold standard can work well and ensure stable exchange rates 
only if gold-receiving and gold-losing countries co-operate to obey its 
“ rules.” Gold-receiving countries wishing to reap the advantage of 
stable exchanges must show consideration for the gold reserves of others 
by complying with the rules when gold flows in, otherwise gold-losing 
countries may be forced off gold in spite of their efforts at deflation. 

Actually, a continued influx of gold may not be ultimately advan¬ 
tageous to the importing country. Imports of gold increase central 
bank reserves and may lead to an expansion of credit. Bank deposits 
may be increased more than in proportion to bank advances. Then 
bank rate is lowered ; and, to induce more borrowing, the commercial 
banks and market lenders reduce their rates. Foreign investors, on 
short- and long-term, may hesitate to lend funds to a market where 
interest rates are falling, and may withdraw funds already invested 
there. On the other hand, borrowing is encouraged at home and trom 
abroad. Incomes and prices rise ; exports are discouraged and imports 
are stimulated, with adverse effects on the balance of payments. 

It was because the gold-standard countries were at times unwilling 
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or unable or too slow to adopt the measures necessary to maintain 
stability under the rules of the gold standard that the system ultimately 
collapsed throughout the world. 

Gold Exchange Standards 

When a country maintains a gold exchange standard, the internal 
value of its domestic currency unit (e.g., of silver or nickel or paper) is 
maintained as near as practicable at a fixed parity with gold (or with the 
gold unit of a gold standard country) by strict control of its exchanges 
and of the volume of its domestic currency. This necessitates possession 
by the monetary authority of adequate foreign reserves of gold or gold 
exchange, i.e., saleable exchange on gold-standard centres. 

When a heavy demand for foreign remittances tends to reduce the 
exchange value of the local currency below the fixed parity, the 
monetary authority sells foreign exchange out of its foreign reserves. 
The remittances are paid for in the local currency, i.e., notes or silver. 
The consequent contraction of the domestic circulation increases the 
value of the currency unit and this, combined with the increase in the 
supply of foreign currency, tends to restore the exchange rate, though 
the authority’s foreign reserves are, of course, reduced. 

Conversely, when the exchange shows a tendency to rise above the 
fixed parity because of a heavy demand abroad for remittances to the 
gold exchange country, the monetary authority sells abroad homeward 
remittances in exchange for foreign currency. Payment of these in the 
home currency increases the domestic circulation, lowers the internal 
value of the currency unit and this, combined with the increased demand 
for the foreign currency, tends to adjust the exchange rate while the 
foreign money received abroad for the remittances adds to the country’s 
foreign reserves. 

In effect, the result is much the same as if the gold had been exported 
or imported, and, usually, the monetary authority intervenes only when 
the exchange diverges sufficiently from the fixed parity to make the 
inflow or outflow of gold profitable. 

The maintenance of large gold exchange standard reserves in a 
foreign centre may greatly increase the vulnerability of that centre’s 
own exchanges and reserves, though—as in London’s case—such 
deposits may enable the centre to earn vast sums as invisible imports. 
Britain has often been subjected to great strain because of sudden large 
withdrawals of such balances, as happened in September, 1931, when, 
as a result, she was forced to suspend the gold standard. (See page 452.) 

Currency Exchange Standards 

When for external exchange purposes a nation’s unit of account is 
tied or made equivalent to a specified amount of a foreign currency 
without reference to the metallic content (if any) of the currencies, so 
that the foreign exchange value of the unit fluctuates with the foreign 
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exchange value of the currency to which it is tied, the system is known 
as a Currency Exchange Standard . Various currencies in the so-called 
“ sterling area ” are tied to the pound sterling. This standard is 
advantageous if the two countries concerned are in close trade relation¬ 
ship, but may prove most disadvantageous if the superior currency 
fluctuates markedly in value. 

Silver Standards 

A country has a silver standard when its currency consists of silver 
coins, or of notes convertible into silver, which are legal tender for all 
payments. Many countries (e.g., Japan, China and Mexico) have 
operated such a standard. 

As silver bullion or foreign silver coins in a gold-standard country 
are merely articles of commerce without any legally fixed value in gold 
or legal tender, and as gold bullion or foreign gold coins in a silver- 
standard country are likewise merely a marketable commodity, there is 
no mint par of exchange between a gold-standard country and a country 
on a silver standard. Such a parity can, however, be established between 
two silver-standard countries. 

The basis of exchange between a silver-standard currency and 
another currency at any time depends on the value or price (in terms of 
goods or of the other currency) that the silver currency will fetch as 
bullion, less the expenses of transmitting the silver to the place where 
payment is to be made. 

The silver standard has proved unsatisfactory because the silver- 
standard exchanges are affected, not only by the influences that affect 
any other type of exchange, but also by changes in the world price of 
silver caused by changes in world supplies and/or in world demand 
(following, for example, the opening of new silver mines, the widespread 
hoarding of silver, or the greatly increased coinage of silver). A rise in 
the world price of silver increases the external purchasing power of the 
silver currency, so that imports into the silver country are encouraged 
and exports therefrom are discouraged. A fall in the world price of 
silver has the reverse effects. Trade with a silver country is thus subject 
to extra risk because fluctuations in the world value of silver invest the 
business transactions of the silver country with an additional speculative 

element. 

Exchange Quotations 

The rates of exchange at which business in foreign currencies is 
transacted in any centre are shown in tables headed Foreign 
Exchanges,” issued by banks and exchange dealers and published in the 
press. The London table reproduced opposite shows the names ot the 
foreign centres whose currencies are bought and sold ; the method o 
quoting the rates ; the old theoretical mint pars of exchange , e 
current rates ; and in some cases the type of remittance to which t e 
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quotation applies (T.T. = Telegraphic Transfer , i.e., telegraphed 

authority from a bank to its foreign agent to pay currency in a foreign 
centre ; M.T. = Mail Transfer , i.e., bankers' mailed authority to its 
foreign agent to pay currency in a foreign centre ; Notes — bank notes). 
Most London rates are officially fixed by the Bank of England. Others 
are free market rates. Rates on countries in the Sterling Area are known 
as “ Scheduled Territories Rates.” 

FOREIGN EXCHANGE RATES 



Method of 

Old 

Rate 

Centre 

Quoting 

Mint Par 
(if any) 

19.3.51 


BANK OF ENGLAND OFFICIAL RATES 


New York . . . T.T. 

dollars 

to 

New York . . . M.T. 1 

dollars 

to 

New York . . . Notes ( 

dollars 

to 

Paris j 

francs 

to 

Paris . . . Notes 

francs 

to 

Brussels 

francs 

to 

Amsterdam 

florins 

to 

Copenhagen 

kroner 

to 

Lisbon 

escudos 

to 

Lisbon . . . M.T. 

escudos 

to 

Oslo 

kronor 

to 

Zurich 

francs 

to 

Stockholm 

kronor 

to 

Manila 

pesos 

to 

N.W. Indies 

florins 

to 

N.W. Indies ... M.T. 

florins 

to 


O 1 

4.80 3 . 

2.79$ - 2.80* 

£1 

4.865 

2.79$ - 2.80* 

£1 

4.86§ 

7s. 

£i I 

124.21 

- - 

-1 

1 

X 

£i 

124.21 

974 - 997 

£i 

175 

139.90 - 140.10 

£i 

12.107 

10.63 - lu.65 

£i 

18.159 

19.32 - 19.30 

£i 

110 

i 80.35 - 80.65 

£i 

110 

80.35 - 80.65 

£i 

18.159 

19.98 - 20.02 

£i 

25.224 

12.23 - 12.26 

£i 

18.159 

14.4 1 — 14.50 

£i 

— 

5.60 - 5.65 

£i 

_____ 

5.27* - 5.29 

£i 

— 

5.30* 


FREE MARKET RATES 


Alexandria 

Australia 

India 

Hong Kong 
Israel 

Montreal . . . T.T. 
Montreal Notes 
New Zealand 
Pakistan 
S. Africa 
Singapore 
Teheran 


piastres to £1 

97 It 

£A100 to £100 

100 “ 

pence per rupee 

— 

pence per dollar 

— 

£1100 to £100 

100 

dollars to £ 1 

4.86§ 

dollars to £1 

4.86§ 

£NZ100 to £100 

100 

pence per rupee 

1 

£SA100 to £100 

100 

pence per dollar 

— 

rials to £1 

— 


071 

125 

l/o# 
1 / 2 # 
91 l 
2 . 92 ^ 


97 J 

125* 

Mi# 

1/3# 

1001 

2.93* 


2.95 

100g - 101 

2 HU- 2/1 

100 - J00* 
2/4 - 2/4* 
89.40 - 91 


Exchange Terms 

When a London exchange rate is quoted (as is usual) in foreign 

c ^ rrenc y P er X 1 . a “ rise ” (e.g., from 82.80 to 82.85 per £1) is favour- 
able to Britain because £1 is worth more foreign currency than before, 
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whereas a “ fall ” is unfavourable. If the rate is quoted in sterling, the 
lower the rate (or “ price ”) for the foreign unit, the more favourable 
from the standpoint of this country. Confusion sometimes arises 
because the term “ rise ” is often applied to mean a rise in the value of 
a foreign currency as distinct from a rise in the exchange rate. When 
francs rise in value, fewer francs equal £1 than formerly, so the rate of 
exchange falls. When a London rate is quoted in sterling to the foreign 
unit (e.g., 2s. per rupee), a rise in the rate means also a rise in the value 
of the foreign currency. 

Rates of exchange are sometimes said to be at a “ premium ” or 
“ discount/’ terms which may cause confusion unless confined to 
currencies of the same nominal value, e.g., U.S. and Canadian 
dollars ($), or Australian pounds (£A) and pounds sterling (£). The 
rates of exchange in these cases are quoted on the basis of 
$1 (U.S.) = SI (Canadian), or £100 = £A100 respectively. If the 
U.S. dollar is at a premium of J per cent, in Montreal Sl.OOJc. 
Canadian = $1.00 U.S.A. If the London exchange rate in Australia 
is at 5 per cent, discount, £A95 has to be paid in Australia to obtain 
£100 in London. 

Causes of Fluctuations in the Rates of Exchange 

These may be grouped under two headings :— 

(a) Market Influences, which have greatest effect in the short 
period because they cause changes in the daily relationship 
between the demand for and the supply of foreign currencies ; 
and 

( b ) Currency Influences (Monetary Policy), which have greatest 
effect in the long run because they modify the relationship 
between the purchasing powers of the currencies concerned. 

Market Influences 

These include (a) Trade Operations ; ( b ) Stock Exchange Trans¬ 
actions ; (c) Banking Operations ; (d) Government Financial Opera¬ 
tions ; and (e) Speculative Operations. 

Trade Operations. —Most foreign exchange transactions arise from 
the purchase and sale of goods and services (e.g., banking, insurance and 
shipping services). Changes in the scale or direction of such operations 
cause fluctuations in the demand for and supply of currencies and so in 
the rates of exchange. When Britain’s imports increase, people abroad 
acquire additional rights to sterling ; more pounds are offered for sale 
on the world’s markets and the exchange value of the pound tends to 
fall ; or, what comes to the same thing, more foreign currencies are 
demanded in Britain to pay for imports and the sterling value of such 
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currencies tends to rise. Conversely, increased exports from Britain, 
tend to improve her exchange rates. 

Stock Exchange Transactions. —These include investment and 
speculation in international securities, the raising of loans by the 
nationals of one country in another, the payment of dividends and 
interest on loans, and the repayment of money borrowed. If U.S.A. 
lends money to Britain or buys securities in London, Britain acquires 
rights to more dollars and the sterling value of dollars tends to fall. 
The payment to U.S.A. of interest on loans and the investment of 
foreign money in U.S. securities increase U.S. claims on other nations 
and tend to raise the exchange value of the dollar. 

The raising and repayment of a loan (especially if large) have 
important immediate effects on the exchanges, whereas the payment of 
interest and of capital instalments have slighter but more prolonged 
effects. 

In general, country A borrows from country B in order to buy B’s 
goods or to obtain B’s currency to buy goods from other countries. 
If a British loan from U.S.A. is used to buy goods in U.S.A., the sterling- 
dollar exchanges are not immediately affected. But if the dollar credits 
are used to buy goods in other countries Britain sells its dollars to obtain 
the foreign currencies it requires to pay for the goods and the exchange 
value of dollars tends to fall. But the fall in the exchange value of 
dollars makes U.S. goods cheaper to foreigners, so exports from U.S.A. 
are stimulated. Ultimately, therefore, foreign loans tend to increase 
exports from the lending country. 

In the century before 1914, Britain built up a position of immense 
financial strength by lending her capital all over the world. Her foreign 
investments led to a world-wide demand for British goods and sterling, 
and provided her with a large annual income as interest and dividends 
on her loans. Unfortunately, conditions arising from the two world 
wars forced Britain to sell a large part of her overseas investments to 
pay for her vast imports of essential food, raw materials and armaments, 
so that, instead of being a great creditor nation, she became heavily in 
debt to other nations. 


Banking Operations. —These include the investment abroad by 
bankers and others of floating funds ; the issue of travellers’ cheques, 
circular notes and letters of credit; and arbitrage operations, i.e., the 
buying and selling of foreign currencies and international securities in 
various foreign centres to make profits out of differences between the 
ruling prices of the currencies (i.e., exchange rates) or of the securities 
in the different centres at the same time. 

The investment of funds abroad and the issue of travellers’ cheques, 
etc., increase foreign claims on the investing and issuing country, and 
so adversely influence its exchanges. Investments entering the country 
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and the encashment of foreign letters of credit, etc., have the reverse 
effect. 

The Transfer of Floating Funds from one country to another 
has long been a most important cause of fluctuations in the exchanges. 
When such operations are not forbidden (see page 457), vast sums tend 
to move from one financial centre to another seeking greater safety 
and/or higher interest. In the past, such funds accumulated in gold- 
standard centres whence they could, if required, be withdrawn in gold. 
Gold-standard centres were favoured, too, because of their stable rates 
of exchange, for marked exchange movements unfavourable to the 
depositing country may cause heavy loss on withdrawal of the funds. 

When Britain was on the gold standard, the existence in London of 
large foreign balances (“ hot money ”) sometimes caused anxiety and 
financial stress. Factors such as political difficulties, changes in 
monetary policy at home or abroad, the threat of war or the outbreak 
of war were sufficient to cause large withdrawals with adverse effects on 
the exchanges, heavy strains on London’s gold reserves, and usually 
severe contraction of credit. 

Government Financial Operations. —The exchanges are much 
influenced and often disorganized by large payments made by one 
Government to another. When, for instance, loans are raised by the 
British Government in U.S.A., sterling exchange rates are favourably 
affected because the supply of dollars as against sterling is increased. 
The repayment of the loans and the payment of interest on them have 
unfavourable effects on Britain’s exchanges, because dollars to make the 
payments must be bought against sterling. 

Governments with large foreign payments to make try to accumulate 
the necessary currency when their exchanges are favourable. But if 
sufficient foreign currency cannot be obtained without disorganizing the 
exchanges, it may be necessary to ship gold to the creditor country, or 
to arrange another foreign loan wherewith to make the payments. Gold 
shipments are possible, however, only to a limited extent (dependent on 
the debtor State’s gold holdings), while foreign borrowing cannot be 
continued indefinitely because of its cost and the limit to the creditor s 
trust. Ultimately, equilibrium can be achieved only by correcting the 
disparity between exports and imports of goods and services, but, if the 
creditor country refuses to accept such goods or services (e.g., because 
it already has sufficient, or can do without them), the exchange 
mechanism may break down, and the debtor State may have to suspend 
or refuse payment of its obligations. 

Speculative Operations. —These (restricted or forbidden when 
exchanges are controlled) involve the purchase or sale of oreign 
currency by speculators in the expectation of a rise or fall in its va ue, 
and may cause marked fluctuations in the prevailing rates. s 
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speculative activity depends on the view taken by operators of the future 
value of a currency, it is influenced by such factors as the political 
outlook, the budgetary position, rumours of war, the fear of inflation, 
and natural calamities (e.g., great tempests, floods and earthquakes). 

Currency Influences (Monetary Policy). These include action 
(or inaction) by a monetary authority leading to a rise or fall in the 
internal and/or external value of its currency, so tending to change 
the purchasing power parities and the rates of exchange between that 
currency and other currencies. 

The monetary authority may, for instance, deliberately inflate its 
currency (and so lower its internal value) by encouraging the expansion 
of credit (e.g., by low interest rates, i.e., cheap money) and/or by 
making excess issues of paper currency ; or it may deliberately raise 
(disinflate or deflate) the value of its currency by restricting credit and 
by calling in or cancelling certain issues of notes without replacing 
them. Normally, any marked rise or fall in the internal value of a 
currency will, unless counteracted, affect the currency’s external 
exchange value. 

A monetary authority may seek to correct adverse exchanges by 
devaluing its currency unit, i.e., giving it a lower legal value in terms 
of gold, or in terms of a leading world currency, e.g., the dollar. By 
devaluation, the country’s exports tend to be encouraged and its imports 
to be discouraged, while its balance of payments tends to be favourably 
affected without great disturbance of its income and price structure. 
The ultimate result of devaluation will depend, however, on the 
elasticities of demand for the devaluing country’s exports and imports. 
Where there is little elasticity, the effect of devaluation on the national 
balance of payments may be adverse. 

Currency depreciation or devaluation is not necessarily an 
advantageous method of correcting an adverse balance of payments. 
The depreciation or devaluation may induce or accelerate dangerous 
inflation, and, as imports become correspondingly dearer, the rise in 
production and in living costs (especially if the imports are largely raw 
materials and food) may more than offset the advantage of the lowered 
value of the currency in terms of foreign currencies, while increased 
living costs may lead to widespread demands for higher wages, with 
consequent social unrest and industrial trouble. 

Other currency influences affecting the exchanges are (a) State 

control of prices (as in Britain, where many commodities are subsidized 

out of taxation and maximum prices are legally fixed in order to keep 

down the cost of living and to counteract inflationary pressure)^ and 

(b) State control of foreign-exchange operations by various methods 

described later in this Chapter. In both of these cases, the value of the 

currency tends to be kept higher than it would be if left to find its 
own level. 
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FORWARD EXCHANGE 

By effecting a forward exchange contract, anyone who has to pay 
a sum in foreign currency on a future date may be freed from concern 
about future exchange fluctuations by settling now with his bank the 
rate of exchange and the amount he must pay in his own currency for 
the future payment. Similarly, anyone who has to receive foreign 
currency on a future date may arrange now the rate at which the bank 
will take over the foreign currency when it is paid to him. 

In the past, forward exchange was widely used by banks, traders and 
financiers to protect themselves against losses arising from fluctuations 
in the value of a foreign currency which they had agreed to sell or in 
which they had temporarily invested funds. In recent years, however, 
forward contracts have been possible in this country only in a limited 
number of currencies, mostly at rates fixed by the monetary authority. 

LONDON’S INTERNATIONAL POSITION 

For many years before 1914 London was the world’s chief financial 
centre and sterling was an international currency, used by other nations 
to settle most of their business transactions not only with Britain but 
also with other countries. This position was modified as a result of 
the two world wars, but, in 1949, the amount of international trade 
financed through London in sterling reached record figures. 

This international supremacy of sterling was due to several factors : 
{a) Britain’s long maritime supremacy and the spread of her people led 
to a world-wide extension of British trade, so that remittances to and 
from London were required everywhere ; ( b ) Britain’s long-standing 
position as the world’s principal creditor nation gave her people an 
interest in the affairs of all nations and made London a natural centre 
for international financial operations ; (c) Britain s adherence to the 
gold standard from 1816 onwards gave her a sound currency based on 
a generally acceptable standard, so that people everywhere came to 
recognize that sterling remittances and securities were as good as gold ; 

(d) London—because of the unequalled gold-mining resources of the 
British Empire—was long the world’s largest free gold market; 

(e) British banks, accepting houses, underwriters, brokers, etc.- 
supremely jealous of their international connections earned a world¬ 
wide and unrivalled reputation for prompt payment, soundness and 
stability ; (/) The highly efficient organization of the London Money, 
Discount and Foreign Exchange Markets enabled those markets to 
conduct money and exchange operations with unrivalled safety, ease 
and economy, so ensuring the soundness, and quick and easy 
realizability, of sterling remittances and securities ; ( g ) London long 
possessed in greater degree than any other centre many essenti 
requirements for a great financial market, viz., ample credit resources 
available for lending ; freedom from restrictions ; an internationally- 
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minded investing public willing to acquire and hold foreign securities ; 
political stability, and success-engrained commercial sense of inter¬ 
national co-operation and integrity. 

While some of these advantages have disappeared, the institutions 
of the City of London still enjoy unique benefits and prestige because 
of their accumulated knowledge and experience, while the magnitude 
of the sterling area enables those who hold sterling claims to secure a 
wide range of goods without having to convert their claims into other 
currencies. The fact that in recent years sterling, unlike the dollar, was 
not a scarce currency helped London to recover a large share of inter¬ 
national financing business because it was easier to transact such 
business in sterling rather than in dollars. 

NATIONAL BALANCE OF PAYMENTS 

Most countries publish periodical (e.g., half-yearly or yearly) state¬ 
ments showing the nature, quantity and value of goods imported and 
exported by them. These detail the nature and direction of the country’s 
trade ; whether its exports exceed its imports, or vice versa ; the main 
items of its exports and imports ; the main sources of its foreign 
supplies and its chief foreign markets. Usually, separate figures are 
given of gold and silver movements. 

Invisible Exports and Imports 

Goods so recorded by a country as entering into its international 
trade are called visible imports and exports. Additionally, there are 
many international payments and receipts for non-merchandise items 
which cannot be fully recorded in the national trade statistics, and the 
totals of which can only be estimated. These are called invisible imports 
and exports. 

Invisible Exports are estimated items and services for which 
payments have to be made to a country, e.g., banking, shipping and 
insurance services rendered to other nations ; exports of securities to 
investors resident abroad; interest or dividends from overseas received 
by home investors; and money spent in the country by overseas tourists. 
Like exports of goods, such items create a foreign demand for the 
currency of the “ servicing ” country, and must in the long run be paid 
for by the recipient country in gold, goods or services. 

Invisible Imports are estimated services and other items for which 
a country has to pay other countries ; e.g., shipping, etc., services 
rendered by other nations, securities bought abroad, dividends paid to 
overseas investors, and money spent abroad by a country’s tourists. 

Some invisible receipts and payments are income or revenue items 
which, together with payments and receipts in respect of goods, make 
up a nation’s Income Account or Current Account with the rest of the 
world. Others are capital items, i.e., they represent long- and short-term 
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inflows or outflows of capital, and, together with specie movements, 
make up the nation’s Capital Account. 

Britain’s Invisible Trade 

Britain’s main invisible exports on income account comprise :— 

Shipping Income. —The estimated annual revenue received by 
Britain for the services to foreigners of her mercantile marine and 
associated shipping industries. 

Investment Income. —The estimated yearly income accruing to 
Britain as interest and dividends from overseas investments. 

Income from Banking, Insurance and Similar Services.— 
The estimated totals of (a) payments made to Britain’s bankers, 
brokers, merchants and accepting houses for commissions, etc., for 
services rendered to foreigners in financing their trade and marketing 
their goods ; ( b ) premiums paid to Britain’s insurance companies, 
brokers and underwriters for insurances effected on foreign account ; 
and (c) payments made by foreign governments and corporations for 
“ the service of loans,” i.e., the flotation and management of foreign 
loans on the London Money Market (when not forbidden). 

Miscellaneous Receipts on Income Account. —These include 
estimates of the yearly remittances sent home by British emigrants ; 
profits remitted home by overseas branches and agencies of British 
firms ; sums spent in Britain by foreign tourists ; royalties paid by 
foreigners on British films, plays, music and literature ; expenses of 
foreign diplomatic and consular services in Britain ; and payments 
made for services rendered to other countries by the British War 
Office, Admiralty and other Government Departments. 

Estimates of the miscellaneous “ invisible ” payment^ of similar 
kind made by Britain to other countries constitute her invisible imports , 
which, in recent years, have included large payments for overseas 
military expenditure, for the relief and rehabilitation of Continental 
nations, for the occupation of Germany, and for war settlements. 

Britain’s Balance on Income Account 

f or many years before 1914, the Board of Trade figures and 
estimates of Britain’s total visible and invisible payments and receipts 
during the preceding year showed on average a large balance in Britain’s 
favour. Payments made by other nations for Britain’s visible and 
invisible exports more than made up for her invisible and heavy visible 
imports. 

To equilibrate the position (i.e., to balance her international debits 
and credits to maintain stability of her exchanges), Britain invested 
large sums abroad for developmental purposes (railways, canals, docks, 
irrigation schemes, etc.), and advanced large sums to overseas customers 
to enable them to buy her exports (locomotives, machinery, linen, 
cottons, woollens, coal, steel, china, etc.). Such investments increased 
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Britain’s international income and strengthened her position as a great 
creditor nation. During the two World Wars, however, Britain made 
immense sacrifices of man-power, of export-producing capacity (because 
her industries were largely diverted to armaments production) and of 
her overseas capital, tier exports fell markedly. She lost much of her 
shipping and other sources of “ invisible ” income and had to import 
greatly increased quantities of essential food and raw materials. As a 
result, Britain by the end of the Nazi War had become a great debtor 
instead of a great creditor nation. Her annual balance of payments had 
become markedly adverse. As compared with a credit balance in 1928, 
for example, of ^140 millions, her international deficit on current 
account for 1947 was about £030 millions, of which £189 millions 
represented the deficit on invisible items. 

This disequilibrium was partially remedied by large loans or gifts 
from U.S.A., the Dominions, and other countries, but more drastic 
steps were necessary to close the gap between Britain s payments and 
receipts, otherwise her standard of living would have been lowered and 
her economic survival jeopardized. Hence, imports of all kinds (even 
of food and raw materials) were drastically reduced, while every effort 
was made to increase exports and to raise production per head. Further, 
the rigid Government control of exchange dealings exercised during the 
Nazi War was continued by the Exchange Control Act of 1947. This 
Act decreed that foreign currency or gold could be purchased in Britain 
only with the permission of the Treasury, while most British holders of 
foreign currency or gold had to sell their holdings to the Treasury. 

Apart from a few “ free ” currencies, London rates of exchange are 
now fixed by the Bank of England. All foreign investment is controlled, 
only limited foreign currency is allowed for such inessentials as pleasure 
trips abroad, and movements of floating balances are controlled. In the 
absence of such control, the Government could not regulate the 
international value of sterling. It might even have to face a “ flight 
from sterling,” with great disturbance of international trade and 
exchange. 

Capital Movements offset Revenue Balances 

All this goes to show that, in the long run , a nation’s trade and 
exchange position must be kept in equilibrium. Its international income 
must equal its international expenditure, otherwise it cannot maintain 
stability of its exchange rates or of its internal price-level. A nation 
cannot indefinitely continue one-sided trade and financial transactions 
with the rest of the world. 

In the absence of exchange control, the adjustment of a nation’s 
international debits and credits is brought about almost automatically 
by various economic forces that come into play. When gold is free to 
move, part of a nation’s deficit or surplus may be made up by exports or 
imports of gold ; but only part, for a country that is losing gold will 
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normally take measures to stop the outflow, while gold movements are 

necessarily restricted because stocks are limited and most nations are 

unwilling to part with their gold reserves, whatever the state of their 

international accounts. Moreover, when the exchanges between two 

trading countries and their price-levels get out of line, goods tend to 

flow to the country whose prices are the higher. Thus her imports are 

encouraged, her exports are discouraged, and her balance of payments 
is adversely affected. 

An adverse balance of payments may be a sign that a country’s 
currency is overvalued by her exchanges, i.e., that her prices are 
relatively high. But the resultant increase in imports and decrease in 
exports, if not too persistent, tend to remedy matters. Offerings of the 
country’s currency by foreign exporters and demands for foreign 
currencies by home importers cause the exchange value of the home 
currency to fall, so tending to equalize its external and internal values, 
to stimulate exports and to discourage imports, and so tend to rectify 
the balance of payments delicit. The reverse happens when a country’s 
internal prices are relatively low. 

Left to itself, therefore, a nation’s unbalanced economic system 
tends to produce its own correctives. But such processes are slow in 
operation and may involve much hardship. Hence the monetary 
authority may try to apply a more speedy remedy. It may attempt to 
produce temporary equilibrium of external payments and receipts, with 
a view to making the equilibrium permanent by further action, by 
increasing supplies of foreign currency or by increasing the external 
demand for the home currency and by reducing its supply. 

Sales of foreign currency by the monetary authority necessitate 
command over adequate supplies, usually obtained by short-term 
borrowing abroad and by using the funds so obtained either to buy the 
home currency whenever it displays weakness, or to sell foreign 
currency when the latter is in strong demand. Foreign demand for the 
home currency may also be stimulated by raising interest rates to 
attract short-term investment in the home currency and encourage the 
inflow of floating balances (though not always possible or permissible). 

Such methods aim at strengthening the exchange-value of the home 
currency by the transfer of short-term capital to offset the balance of 
payments deficit. But there is a limit to such short-term transfers, and 
they cannot achieve permanent equilibrium. 

In general a financially sound country with a persistently large 
annual surplus of revenue items one way or the other must offset that 
surplus by long-term capital movements. If a country continuously 
receives more for visible and invisible exports than it pays for imports 


of goods and services, it must offset the surplus of receipts by long-term 
lending abroad. Such a nation balances its international accounts by 
importing and paying for securities of the borrowing countries. If, on 
the other hand, a country’s total revenue payments continuously exceed 
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its total revenue receipts, the deficit must be corrected by long-term 
borrowing abroad. 

But a persistent deficit cannot be offset indefinitely by borrowing 
abroad. Borrowing may for years stave off the essential fundamental 
adjustment between a country’s imports and exports, but, if continued, 
the borrowing country’s creditors will, sooner or later, fear for the 
safety of their investments and will decline to grant further loans. 
Long-term loans may long continue to yield profitable returns by 
increasing the productive capacity of the borrowing country ; but every 
additional loan adds to the borrowing country’s interest burden and 
swells its invisible imports. Only as long as the borrowed capital yields 
an adequate return will the borrowing country be prepared to shoulder 
an increasing burden of loan service and the creditor be willing to assume 
the increasing risks inherent in foreign lending. 

EXCHANGE STABILIZATION AND CONTROL 

In the unsettled years following the 1914-18 war, all nations had to 
discard long-established precepts and practices concerning international 
exchange and the balancing of international accounts. 

By the early 1920’s, most currencies were greatly inflated, and their 
exchange values much depreciated. By contrast, a few currencies 
(notably those of U.S.A. and Switzerland) had been maintained at 
parity with gold and were backed by large gold reserves. The inter¬ 
national balance had markedly shifted. Some pre-war creditor nations 
had become heavily in debt, whereas one-time debtor nations (e.g., 
U.S.A.) had become great world creditors and had amassed vast gold 
reserves. 

Despite the unsettled political and trading conditions and the 
dangers inherent in the uneven distribution of gold stocks, it was widely 
thought that a return to the gold standard was the only means of 
ensuring stability of international trade and exchange. By 1925, 
therefore, nearly all the leading countries 1 were back on some form of 
gold standard. For external purposes, their currencies were convertible 
into gold or gold exchange, and gold passed more or less freely between 
them to adjust their balances of payments. Unfortunately, the return to 
gold falsified optimistic expectations and most countries encountered 
great economic difficulty. 

Adjustment of Currency Values 

Deflation. —In Britain, the return to gold had been achieved by 
deflation , i.e., by raising interest rates, restricting credit, forcing up the 
internal value of the pound and reducing prices so as to bring sterling 
purchasing power parities into line with the old gold parities. This 

Except Japan, which did not adopt the gold standard until 1930. 
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dear money policy hampered economic activity and led to wide-spread 
industrial depression and unemployment. 

Deflation was championed in Britain largely on ethical grounds. 
Devaluation (the method adopted by several other countries—see below) 
was regarded as unworthy of Britain’s prestige and detrimental to her 
international trading and financial supremacy. It was held that a 
country with an inflated currency was morally bound to restore the 
status quo, if only to remedy the injustices between individuals which 
inflation had caused. 

Actually, deflation cannot usually restore the status quo, because the 
injustices of inflation are largely effaced by the transfer of investments 
and obligations. Moreover, deflation, by restricting credit, imposes 
a serious drag on industry and trade, and, by bringing about a rise in 
the value of money, leads to a harmful re-distribution of wealth. 
Producers and borrowers—the active members of society—tend to lose, 
while investors and lenders—the inactive members—tend to gain. 

Devaluation. —Most countries sought stability of prices and 
exchange by devaluing their currencies ; i.e., they reduced the gold 
value of their currency unit as nearly as possible to its existing 
purchasing power parity with a leading gold currency (e.g., the dollar), 
in the hope that the lowered value would encourage exports, discourage 
imports, and bring about equilibrium at the new value. 

Both deflation and devaluation have the disadvantage that the new 
external value given to the currency unit after a period of inflation may 
not be its true value. The rate chosen may undervalue the currency or 
overvalue it; and disequilibrium will ensue unless the monetary 
authority quickly adjusts the chosen rate, or takes measures to raise or 
lower internal prices to accord with the selected external value. 

Undervaluation occurs when a currency’s external value is lower 
than its internal value, in which case the country’s relatively low prices 
in terms of other currencies attract foreign buyers, stimulate her 
exports, check her imports, and favourably affect her balance of pay¬ 
ments. Undervaluation thus gives the country a temporary advantage 
in international trade ; but the advantage lasts only as long as internal 
prices and costs do not rise high enough to neutralize the currency’s 
low exchange value. When prices and costs do rise, foreign buyers have 
to pay higher prices for the nation’s goods, so its exports tend to fall. 
Moreover, the advantage is lost if other countries adopt the same device. 

Overvaluation occurs when a currency’s external value is higher 
than its internal value. Then the country’s internal prices will be 
relatively high in terms of other currencies ; foreign buyers (i.e., 
exports) are discouraged, imports are encouraged and the country s 
balance of payments is adversely affected. Overvaluation thus gives a 
nation a temporary disadvantage in international trade, but counter¬ 
acting forces are set in motion. Ultimately, internal prices will be 
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forced down (usually at the cost of depression in the home trade) until 
the internal value of the currency approximates to its external value. 

Artificial Restrictions and Control of the Exchanges 

The great difficulties which from 1925-39 attended the attempts to 
maintain the gold standard and artificially fixed currency values were 
accentuated by numerous factors, chiefly unsettled political and 
economic conditions, the maldistribution of world gold stocks, the 
failure of central banks to co-operate and keep to the 14 rules ” of the 
gold standard, and the impossibility of equilibrating national balances of 
payments in face of vast war debts, huge reparation payments and the 
collapse of international trade. Most countries were faced with the 
alternative of either abandoning the gold standard (and again facing the 
disastrous consequences of inflation) or of continuing a depressing 
deflationary policy in order to keep on gold. 

Though for a few years certain countries nominally maintained the 
gold standard, they subjected their currencies, trade and exchanges to 
various forms of restrictions and controls in an attempt to achieve 
stability and balance their international accounts. The effect was to 
prevent the standard from working more or less automatically, as it was 
supposed to do, and, in the end, all such measures proved unavailing. 
Britain’s departure from the gold standard in 1931 marked the beginning 
of its world abandonment, and, up to the outbreak ol war in 1939, 
international exchanges and trade were conducted on an essentially 
nationalistic, largely non-co-operative basis, without regard to any 
independent, generally acceptable standard. 

During the Nazi war, the world’s trade and exchanges were officially 
operated and controlled for war purposes. After the war, nations 
gradually sought rehabilitation and stability by applying old and new 
devices for controlling their trade and exchanges and balancing their 
international payments. Such devices included currency manipulation ; 
exchange restriction and control (including the prohibition of move¬ 
ments of short-term funds, and the establishment of Exchange 
Equalization Funds, Exchange Clearings and Payments Agreements) ; 
the control of imports (e.g., by prohibition, licensing and bulk pur¬ 
chase) ; the stimulation of exports (e.g., by bounties and the prefer¬ 
ential allocation of finance, labour and raw materials to selected export 
industries), and the conclusion of bilateral trade agreements involving 
in many cases the barter of commodities without direct exchange 
operations. 

Currency Manipulation 

In order to stimulate exports, discourage imports and accumulate 
foreign exchange reserves, some countries may attempt to maintain the 
undervaluation of their currency by artificially keeping down internal 
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prices (e.g., by fixing wages and maximum prices for goods, and/or 
by successive devaluations of their currency unit). 

Exchange Restrictions 

T hese are of many kinds. Usually, speculative dealings are pro¬ 
hibited and all exchange business must be approved by the monetary 
authority. In some cases, only licensed banks are allowed to deal in 
exchange, and then only for specified purposes. In other cases, all banks 
may deal, but must place at the Government’s disposal a proportion of 
all foreign exchange they receive. Important forms of exchange 
restriction are Blocked Accounts , Exchange Clearings and Payments 
Agreements. 

Blocked Accounts. —These are sums due to foreigners which 
(because of shortage of foreign exchange in the blocking country, or its 
wish to use all available foreign exchange to pay for increased imports) 
may not be remitted abroad but must be invested within the blocking 
country or be spent there (e.g., on exports or on tourist travel) or other¬ 
wise used as the blocking country dictates. As blocked currencies are 
invariably liquidated at rates less favourable to the creditor than the 
rates for unblocked currency, the system encourages the blocking 
country s exports and tourist business, and improves its balance of 
payments at the expense of the foreign owners of the blocked currency. 

Blocked accounts enable certain types of trade to be stimulated and 
others to be discouraged by the use of discriminatory rates of exchange 
applicable to different commodities or countries. (In 1938, Germany 
fixed over thirty different rates for the reichsmark.) 

Blocked Sterling Balances. —These post-war examples of blocked 
accounts were originally made up of sterling liabilities (over £3,500 
millions) to overseas countries (principally India, Australia, Egypt and 
Argentina) which accumulated in Britain during the Nazi war, as the 
result mainly of British Government war expenditure incurred overseas 
but not paid for, and of other credits accumulated by foreign 
Governments, firms and banks. 

Because of the enormous amounts involved and Britain’s very 
large balance of payments deficit, these vast sterling balances (held in 
Treasury Bills and other short-term Government securities) could not 
readily be transferred abroad, but, despite the immense difficulties, 
arrangements were made from 1946 onwards for their gradual release 
or use to pay debts incurred by foreigners to Britain (e.g., for British 
exports or sale of British overseas assets, such as the Argentine 
railways). 

Exchange Clearings. —Deterioration in the balance of payments 
and the exchange position of several countries has forced them to 
develop bilateral rather than multilateral trade by agreement with 
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individual nations, covering (a) the volume and kind of trade between 
the two nations for a specified period, and (b) the arrangements for 
making and receiving payment, involving the establishment of Exchange 
Clearings. The agreements usually require that all exchange dealings 
between the two participant countries must pass through their 
respective monetary authorities, who offset receipts against payments 
and so eliminate direct exchange dealings between private individuals 
and concerns. 

Importers in country A pay for their imports from country' B in their 
own currency direct to their central bank, and, out of the funds so 
accumulated, the central bank pays exporters in country A for their 
exports to country B ; but exporters to B cannot be paid unless the 
central bank receives sufficient funds from importers from B. Thus, 
an exchange clearing between two countries A and B aims at ensuring 
that, when A gets goods or services or loans from B, the money paid by 
A to B shall be used to get goods or services or loans from A. Ail 
payments and receipts are settled by each central bank in its own 
currency ; but if an importer has agreed to pay, or an exporter has 
agreed to receive payment, in the foreign currency, the amount is 
converted into the home currency on the date of settlement at a rate 
fixed by the central bank. 

Exchange clearings thus tend to encourage bilateral rather than 
multilateral trade and may be disadvantageous to the participating 
countries if their trade is directed into artificial or uneconomic channels ; 
e.g., if unwanted goods or goods which could be obtained elsewhere or 
be produced at home more cheaply (i.e., at a lower relative sacrifice) have 
to be imported from the participant country. 

Moreover, exchange clearings do not always work smoothly. Often 
there are delays in obtaining payment (e.g., because imports and exports 
do not keep in step), while uncertainty arises because existing clearing 
agreements may not be renewed on expiry. 

Payments Agreements. —These are a form of bilateral trade 
agreement negotiated in recent years with other countries by Britain 
and other trading nations. Sweden in 1949 had such reciprocal agree¬ 
ments with about sixteen countries, including practically all the 
European nations. These pacts may provide that the total value of 
exports shall balance the total value of imports between the two 
countries concerned, or that total imports shall exceed total exports, or 
vice versa. 

Exchange Equalization Funds 

Several countries have sought to stabilize their exchanges by 
operating Exchange Equalization Funds (endowed with extensive 
resources, including gold), which buy or sell foreign currencies when 
their exchanges move more than is desired from the official rates. The 
main purpose of such funds is to level up current demand and supply 
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by canalizing and controlling exchange resources, to “ iron out ” 
short-term exchange fluctuations that hamper trade, and to prevent or 
reduce disturbing speculative influences including movements of short¬ 
term migratory funds (when the latter are not prohibited). 

These Funds are not intended to maintain specified currency values 
indefinitely when prevailing conditions make desirable an adjustmentjof 
economic conditions, e.g., of income and price structures, or of the 
relation between imports and exports., 

Britain’s Exchange Equalization Account 

This was started in 1932 with resources of £175 millions (since 
greatly increased), and, in conjunction with other measures, succeeded 
for some years in stabilizing the exchange value of sterling. When that 
value (as indicated by the dollar-sterling exchange) shows a tendency to 
rise to an undesirable extent, the Account counteracts this by selling 
part of its sterling resources and buying foreign exchange (e.g, dollars), 
which it may then turn into gold. When sterling tends to depreciate to 
an undesirable extent, the Account counteracts the tendency by selling 
foreign currency for sterling (i.e., it “ buys ” sterling), or by selling 
gold abroad and buying sterling with the foreign currency proceeds. 
When the Account takes measures to support sterling, it loses part of 
its gold but increases its sterling resources. When it finds it necessary 
to weaken sterling, it increases its gold holdings but decreases its 
sterling reserves. 

These operations, based on expert consideration of the international 
trade and exchange position, are conducted with great secrecy, otherwise 
their effects might be nullified by the activities of speculators anxious 
to profit from exchange movements initiated by the Account. 

Although its main purpose is to control the sterling exchanges, the 
E.E. Account is also used by the Treasury and the Bank of England in 
their control of internal credit conditions. When Britain was on the 
gold standard, a large influx of foreign short-term funds usually caused 
an import of gold and an expansion of credit. When the funds returned 
to their owners, gold usually flowed out and credit was restricted. The 
Account aimed to offset such movements of foreign funds without 
altering the credit position and with a minimum movement of gold. 

Under the Tripartite Currency Agreement of 1936, Britain, France 
and the United States agreed to cover movements of short-term funds 
by selling gold to one another. So, if funds moved from France to 
England, the French Account (having sold sterling) would replenish its 
sterling by sending gold to Britain, while the British Account (having 
bought francs) would convert its francs into gold. The ultimate result, 
therefore, would be that, although Britain through the inflow of French- 
owned funds would increase her indebtedness to foreigners, this in¬ 
debtedness would be offset by additional gold acquired by Britain s E.E 
Account. Thus the position would be similar to that which would arise 
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under the gold standard, but the consequences of a gold inflow would be 
different. 

An increase in the Account's gold holding would not automatically 
increase the volume of credit ; even a very large inflow would not 
necessarily have inflationary consequences. If, for example, funds 
flowed from U.S.A. to Britain, the Account, from its balance at the Bank 
of England, would transfer the sterling it sold for dollars to the pur¬ 
chasers, who would lodge the amounts with their banks, thereby 
increasing bank deposits and bank cash. If nothing else happened, the 
increase in bank credit would lead to an expansion of credit. The 
Account, however, would counteract the tendency by selling Treasury 
Bills to replenish its sterling, and these bills, bought by the banks, would 
reduce their cash resources to the same extent as their resources were 
increased by deposits of foreign-held sterling purchased from the 
E.E. Account. 

In this way, the Account could prevent a gold inflow from bringing 
about an increase in the volume of credit. In fact, the tendency would 
be in the reverse direction, for an increase in bank deposits unaccom¬ 
panied by an increase in bank cash reduces the banks’ cash ratio, and 
so may lead to a restriction of credit, i.e., to deflation. The Treasury 
could prevent this by arranging for the Account to sell some of its gold 
to the Bank and to buy Treasury Bills with the proceeds. The sterling 
paid for the bills would find its way into the banks, thus increasing their 
cash resources. 

The post-war exchange disturbances were more than the Exchange 
Equalization Account was designed to cope with, and more stringent 
measures were adopted. The Account was, however, largely concerned 
in the operation of the various forms of exchange control. 

Can the Gold Standard be Restored ? 

Since the world abandonment of the gold standard in and after 1931, 
there has been much speculation as to whether or not its restoration is 
practicable or desirable in any form. 

Clearly, international trade and exchange cannot smoothly proceed 
and prosper in the absence of some stable, acceptable basis for the 
settlement of international debits and credits. For this, gold has much 
to recommend it ; it enjoys general recognition, confidence, and wide 
acceptance between countries and individuals. The gold standard 
worked well for many years in the past ; carefully managed and adapted 
to changed conditions, it might work well in the future. 

The gold standard could not, however, be left to function auto¬ 
matically as it was supposed to have done before 1914. Nowadays, many 
variable and conflicting influences (e.g., the vast disequilibrium of 
international trade and of national gold reserves) if not counteracted 
would continuously threaten its smooth operation. Indeed, these 
influences are now so strong as to make it doubtful whether strict 
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observance of the old gold standard “ rules ” is possible, or, even if 
possible, ever again likely to guarantee trade and exchange stability. 

Maintenance of the gold standard implies that a nation’s internal 
price-level must be kept in harmony with price-levels in other gold 
standard countries. If one gold standard country lost gold because its 
prices were high relatively to prices in other gold standard countries, 
it should contract credit to bring its prices into line with world prices. 
Conversely, a country that received gold because its prices were 
relatively low should increase credit and raise its prices on the basis of 
the incoming gold. If the original disequilibrium was persistent, any 
other policy in either country would only increase and perpetuate the 
maladjustment. 

These rules were not followed in the inter-war gold standard period. 
For reasons of domestic policy, Britain and France, for instance, 
persistently protected their internal price and income structures against 
the repercussions of gold movements. When gold flowed out, they 
created credit to offset the outflow, instead of contracting credit as the 
“ rules ” demanded. 

In U.S.A., the problem was different but equally difficult. After 
1927, the United States, with a persistently favourable balance of 
payments, took steps to increase her credit and her money incomes. 
But most of the additional credit found its way into her stock markets. 
Commodity prices did not rise as the gold standard system demanded 
and as the U.S. monetary authorities intended. In 1929, the U.S. stock- 
market boom collapsed, and there was an abrupt cessation of U.S. 
lending abroad, which had so far offset the unfavourable payments 
position of countries buying more from U.S.A. than they sold to her. 
The result was credit contraction throughout the world. 

These facts do not prove that the gold standard system was at fault. 
As subsequent events showed, the trouble arose largely because many 
abnormal, adverse factors (e.g., vast war debts and reparations pay¬ 
ments, high tariffs, exchange restrictions, wage rigidities and badly- 
chosen parities) combined with defective operation of the system to 
cause its breakdown. 

During the inter-war years, too, changes in central bank discount 
rates (supposedly applied according to the “ rules ”) had limited effect. 
Because of the prevailing uncertainty, such changes instead of inducing 
stability led to the disturbing movement from centre to centre of vast 
migratory funds seeking greater safety rather than higher interest. 

Although the movement of migratory funds has long been impoitant 
in equilibrating national balances of payments, such movements in the 
inter-war years largely counteracted bank rate changes. Rumours of 
war, political changes, doubts concerning the future financial policy or 
stability of the countries holding the funds, etc., repeatedly caused 
large-scale withdrawals, which bank rate increases were unable to stop. 
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In fact, a rise in bank rate was often interpreted as a sign of instability 
and in itself led to withdrawals. 

When the gold standard was in operation, the liability of short-term 
funds to be withdrawn at any moment, possibly in gold, to the detriment 
of the reserves of the losing country, was a major factor causing central 
banks to sterilize incoming gold (i.e., not use it to increase the volume 
of credit and raise internal prices) contrary to the accepted principles 
of gold-standard operation. 

A Managed Gold Standard 

Even before 1914, the gold standard rarely, if ever, worked strictly 
according to theory. Only in Britain was bank rate changed at all 
frequently. In France and America bank rate hardly varied, while all 
gold-standard countries applied various devices to minimize gold flow's 
and their effects. 

Bank rate changes in Britain, as the most important pre-1914 
financial centre, admittedly had a profound influence throughout the 
world, but, for years before 1914 (and later in the inter-war period), 
trade cycle factors were probably more important in keeping price and 
income structures in harmony than gold movements and bank rate 
changes. Prosperity or depression, spreading from one country to 
another through international trade, caused national prices to move up 
or down and determined the quantity of money needed in each country 
to maintain its desired income and price structure. Bank rate changes 
became important only when relative incomes and prices in countries 
in close trade and financial relationship got out of line as a result of 
inflation or deflation. 

In as far as bank rate changes, when the gold standard is in 
operation, are at variance with the “ rules,” and in as far as disturbing 
factors (credit maladjustments, movements of “ hot money,” variations 
in the terms of international trade, exchange restrictions, reparations, 
war-debts, wage-rigidities, taiiffs, etc.) markedly counteract the effects 
that changes in bank rate are designed to produce, the gold standard 
becomes a managed standard. 

If the gold standard is ever operated in future, a very great degree 
of management will be required to ensure international confidence and 
stability. Much greater co-operation between central banks will be 
needed to ensure harmony between their monetary policies and to 
eliminate or minimize disturbing factors that tend to nullify the 
operation of the standard. Consistent and agreed international lending 
policies will be essential. In 1929, the cessation of U.S. lending pre¬ 
cipitated a world crisis ; and in Europe the crisis was the more severe 
because indiscriminate U.S. lending had enabled European countries 
to go on buying more than they could pay for, with the result that the 
abrupt drying up of their source of credit profoundly disturbed their 
internal price structures. 
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This is not to say that a creditor country should go on lending after 
a borrowing State has shown its inability to pay. It implies that 
international lending must be discriminatory, so that a sudden cessation 
of lending or an insistence on repayment should be unnecessary, or, 
if resorted to, should not profoundly disturb the economy of borrower 
or lender. An important corrollary is that a lending country must not 
make repayment impossible by maintaining high tariffs. 

The need for international co-operation in foreign lending and in 
the maintenance of exchange stability was recognized by the Bretton 
Woods Agreements (see page 472), and, in as far as the principal world 
currencies are given gold values, a form of internationally managed gold 
standard may be said to exist. 

The Elastic Gold Standard 

This form of managed gold standard (at one time provided for in 
U.S.A. and Switzerland) is based on the principle that the gold value of 
a currency unit need not be permanently fixed but should be varied as 
necessary to counterbalance long-term movements in the country’s 
internal price-level or in its exchanges. The elastic gold standard, by 
varying the legal gold content of a nation’s monetary unit, aims at 
stabilizing internal prices by preventing gold flows from markedly 
affecting internal credit and prices. It aims not only at short-term 
stability of exchange rates (an important aim of the old gold standard), 
but also at avoiding long-term price changes , which the old gold standard 
failed to prevent. 

Under the old gold standard, the economic system of every gold 
standard country was liable to be affected by economic changes in 
other gold-standard countries. With an elastic gold standard, however, 
a country can have the benefit of the gold standard for international 
purposes but can keep its internal price mechanism free from outside 
interference or disturbance. The elasticity provision makes it relatively 
easy for a country to adjust its purchasing power parities when its 
internal price structure gets out of step with world prices : instead of 
a prolonged and painful period of deflation or of inflation to adjust 
its internal prices to the world level, it can, by varying the gold value 
of its monetary unit, adjust the external value of its currency to accord 

with its world value. 

As the elastic gold standard does not ensure long-term exchange 
stability, it has the disadvantage that foreign investment and long-term 
borrowing and contracts become as hazardous as under the orthodox 
gold standard, if not more hazardous. As against this, all countries have 
failed to maintain the old gold standard, and it is likely that an elastic 
standard would permit of adjustment to changed conditions with less 

disturbance. 

A possible defect of the elastic gold standard is that, whenever it 
seemed likely that a country was about to alter the gold value of its 
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currency, foreigners would hesitate to trade with it and so might hold 
off business until after the adjustment was made. Moreover, if 
speculation were possible, a speculative attack on the currency might 
occur, although it would seem that Exchange Equalization Funds, with 
their huge resources, should be able to counteract such influences. 

A Managed Non-metallic Standard 

Many people believe that currency and exchange difficulties would 
be resolved by the establishment of an inconvertible paper currency, not 
based on gold or other metallic standard, but scientifically managed to 
ensure internal price stability by reference to a tabular standard of value 
or an isometric standard , based on an internal price index number. 
When the level of prices, compared with the standard index, showed 
a fall which it was desired to correct, the monetary authority would 
expand the currency so as to raise prices. When the index indicated an 
undesirable rise in prices, the currency would be contracted so as to 
lower prices. 

Currency management does not necessarily imply price stability, 
which in certain circumstances might be undesirable. In a progressive 
expanding community a gradual rise in prices is likely to be more 
advantageous than stable prices ; the monetary standard and the volume 
of currency should be capable of adjustment as productivity varies, so 
as to free the economic system from the rigidity imposed by a fixed 
standard. 

Currency management would aim at controlling currency and credit 
so as to maintain the most desirable relationship between retail and 
wholesale prices, between the supply of credit and the credit demands of 
industry. It would seek to eliminate the deflationary effects of rigid 
prices when costs were rising and their inflationary effects when costs 
were falling. 

Theoretically, a managed currency should minimize short-term 
internal price fluctuations, as well as prevent the long-term upward and 
downward price trends that have proved to be inseparable from the gold 
standard and so detrimental to trade. Small fluctuations about the 
agreed standard level of prices would be bound to occur ; but these 
could, if necessary, be corrected almost at once and so would exert 
a negligible influence on trade. 

Although a stable or gently-expanding price-level is unlikely, of 
itself, to eliminate the trade cycle and its adverse effects, it should do 
much to lessen those effects and stabilize trade. Under the gold 
standard, trade fluctuations and price movements react on one another. 
If trade slackens, prices fall ; lower prices cause further trade inactivity, 
and a further fall in prices. Under a managed currency, this inter- 
actionary process would be minimized. If trade slackened, prices need 
not fall to any extent, because, as soon as the downward tendency were 
observed, more currency would be put into circulation, causing a slight 
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rise in prices which would correct the previous downward tendency and 
so foster trade activity. The minimizing of the monetary causes and 
effects of the trade cycle should make easier the elimination of its 
other causes. 


Objection to a Managed Currency 

There are many objections to a currency managed so as to necessitate 
frequent adjustments of its external value. There are obvious difficulties 
in the accurate assessment of the degree of currency and credit expansion 
(or contraction) required at any particular time, and in the exercise of 
prompt and efficient control. Although the internal value of a managed 
currency might be kept stable, its external value might vary so as greatly 
to disturb the nation’s international trade, finance and general pros¬ 
perity. Exchange fluctuations might be minimized if all countries 
adopted managed systems and stabilized their internal prices, because 
the purchasing power parities between their currencies would not 
greatly vary. But exchange fluctuations would continue as long as only 
one or two countries adopted managed systems, and as long as there 
was not close and continuous co-operation between the world s monetary 


authorities—a matter very difficult to achieve. 

Another objection is that countries which are markedly dependent 
on international trade cannot immunize themselves against the effects 
of an upward or downward movement in world prices by using a 
managed currency to maintain stability of their internal price level * 
However well-managed their currencies, they would still suffer from a 
dislocation of world trade (due, for example, to war or the collapse of an 
important trading nation), and from disparities between world prices 

and their internal price-level. 

It is doubtful whether Britain would suffer any more under a 
managed currency than under a gold standard. By maintaining price 
stability at home she might prevent the repercussions of ^eign policy 
on her domestic economy. Her experience between 1931 and 1939 
supports this argument. Though she did not have what is strictly 
regarded as a managed currency, she had a currency artificially regulated 
to maintain stable internal prices, and world repercussions on her 
internal economic system were not as severe astheywouid havebeen 
if she had been still on the gold standard. In fact, during that perio 
several currencies were based on sterling because it was more stable 

tha \ g omt people object to a managed currency based on a general ^ price 
index number because the index might at times change markedly a 
a result of changes in sectional prices, i.e., in the prices of only one or 
some of the commodities included in the index. Currency^management 
which aimed at counteracting such movements would, of course,P . 

over all commodities, whether included in the index °r no ’ Serious 
or not their changed prices caused the counteracting adjus m 
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maladjustment in certain directions might consequently result. Further, 
currency management cannot ignore the causes of changes in particular 
prices ; if the changes are due to changes in industrial technique, 
interference by way of currency control might be unwise. 


INTERNATIONAL EXCHANGE CONTROL 

As some nations buy more abroad than they sell while others sell 
more than they buy, deficits and surpluses arise on their international 
accounts. In general, these have to be financed by credit. Short-term 
differences may be financed by short-term credits or out of gold or 
foreign currency reserves. Long-term differences arising from funda¬ 
mental lack of balance in the economic system are more difficult to 
adjust. 

A country may wish to maintain a high level of domestic economic 
activity and employment; but, as the volume of a country’s imports is 
as a rule closely related to its domestic activity, action designed to 
maximize its domestic employment may lead to heavy imports and to 
a deficit in its balance of payments. On the other hand, highly-developed 
nations may have on their international revenue account a continuous 
surplus which, if they wish to continue to trade, they must lend to debtor 
countries on short or long term. 

However, neither lending nor borrowing can be continued without 
limit indefinitely. Continued borrowing by a State is sound for both 
borrower and lender only if it keeps steady pace with the borrowing 
country s economic progress. Once this limit is overstepped, further 
borrowing is likely to prove detrimental to both parties. Countries that 
continuously borrow have sooner or later to limit their commitments 
because of the heavy cost of their loans (in interest, service, repay¬ 
ment, etc.), and the difficulty of balancing their international accounts. 
They must then restrict their imports, with adverse effects on the 
volume of trade of the lending countries, unless the latter are prepared 

-which is unlikely to go on lending indefinitely to borrowing States 
with growing repayment difficulties. 

Foreign lending was spasmodic during the inter-war years, 1918-39. 
All nations recognized, however, that there must be adequate and 
alternative facilities for obtaining international credit, and that economic 
expansion in developing countries (unless purely inflationary with no 
permanent improvement in productive capacity) should be encouraged 
by loans because of its likely benefit to borrower, to lender and to the 
trading world generally. A progressive country is a market for an 
increasing volume of the goods of rther countries and so encourages 
economic activity in those countries. As gold-standard principles, 
exchange controls and other factors impose distinct limits on inter¬ 
national lending, several proposals have been made to replace the 
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restrictionist pressure of such factors on world trade by a more even or 
preferably, an expansionist policy. 

Keynes’s Plan 

The essential of Keynes’s Plan, propounded on behalf of Britain in 
1943, was an International Clearing Union , operating with the various 
member States as its customers, to provide a medium through which 
nations could settle their international deficits or surpluses as banks 
settle their aggregate debits and credits through bank clearings. If one 
nation as a result of world trade is in debt, some other nation or nations 
must be in credit to the same amount. A deficit in one nation’s inter¬ 
national accounts implies a corresponding surplus to the credit of 
another nation or nations. According to Keynes’s Plan, creditor nations 
could be paid (as are individuals and banks within a nation) not in cash 
but by entries in the books of the central clearing Union, while debtor 
nations could provide payment out of funds deposited by them with the 
Union or out of overdrafts granted them by the Union. The plan also 
proposed the creation of a new international currency called “ bancor,” 
to be used only for the settlement of balances at the Union. 

In the aggregate, the Union could lend practically up to the extent 
that all creditor countries were prepared to leave their credits on 
deposit, i.e., to the aggregate of the amounts they did not spend on 
foreign goods or services. Creditor countries would accept book credits 
instead of gold, while debtor countries could pay for excess imports out 
of agreed overdrafts. Sooner or later, debtor countries would have to 
pay off their overdrafts in gold or goods ; but, in the meantime, trade 
would be facilitated because countries temporarily in debt could borrow 
funds not immediately required by countries in credit. 


The White Plan 

The basis of this more orthodox U.S. scheme was the establishment 
of an international Exchange Stabilization Fund contributed by member 
countries either in gold, in their own currencies, or in securities. If some 
creditor countries had persistent surpluses, so that debtor countries 
experienced difficulty in obtaining currencies of the creditor countries 
to pay for imports, the debtor countries could buy the “ scarce 
currencies ” from the Fund in exchange for their own. This scheme 
was less expansionist than the Keynes’s Plan, because the only way the 
Fund could acquire more of any scarce currency (when the or jp* al 
supply deposited by the country concerned was exhausted) would be by 
selling to the scarce-currency country some of the gold deposited by 

other members. 


The Bretton Woods Agreements 

After examination of the above schemes, representatives of 44 £ at * on ^ 
(at the United Nations Monetary and Financial Conference hel a 
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Bretton Woods in 1944) adopted a compromise which took shape in the 
establishment in 1946 of two new bodies—the International Monetary 
Fund and the International Bank for Reconstruction and Development — 
with Head Offices in Washington and power to establish agencies and 
branches in member territories. 

The operations of the two bodies are complementary, and are 
designed, inter alia , to help to solve the problems of international trade 
by providing stable exchange-rates and discouraging such detrimental 
practices as bilateral trading, discriminatory exchange rates, exchange 
restrictions, competitive currency devaluation, and excessive tariffs, as 
well as to finance suitable development projects unable to obtain long¬ 
term funds through private channels. 


The International Monetary Fund (I.M.F.) 

The Fund’s initial capital of $8,800 millions was contributed by its 
members in agreed proportions, the largest being those of U.S.A. 
($2,750 millions), Britain ($1,300 millions) and the rest of the Common¬ 
wealth ($1,050 millions). The U.S.S.R. and its satellites are not 
members. Members paid their quotas partly in gold—a minimum of 
25 per cent, of their quota or 10 per cent, of their actual holding of gold 
and U.S. dollars, whichever was the less—and the balance in their own 
currency. 

The size of individual quotas was important because it determined : 
(1) the required contribution to the Fund ; (2) the voting rights in 
the Fund’s administration (each member has an initial 250 votes plus 
one vote for every 100,000 dollars of quota) ; and (3) the total amount 
of foreign currencies a member-country may buy in exchange for its 
own currency. 

Parities between currencies were based on their 1946 values in terms 

of gold on the basis of $35 per ounce fine, but provision was made for 

the adjustment of any such value without the Fund’s approval, provided 

that any such adjustment was necessary to restore a nation’s balance of 

payments’ equilibrium, and that the change did not exceed 10 per cent. 

of the originally fixed parity. Larger changes are subject to the approval 

or veto of the Fund. (France, early in 1948, ignored this provision, 

devalued the franc by 80 per cent, and set up multiple exchange rates, 

but a subsequent devaluation in 1948 was made after consultation with 
the Fund). 

Any member of the Fund, in exchange for payment in its own 
currency at the agreed parity rates, may buy annually in foreign currency 
a maximum of one-quarter of its quota, provided the total of any such 
member s currency held by the Fund at any time does not exceed 
200 per cent, of that member’s quota. Gold must normally be paid for 
purchases in excess of that 200 per cent. 

Q 
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The originally fixed parities overvalued most currencies, but this 
did not discourage exports from the countries concerned because of the 
world-wide sellers’ markets then prevailing ; almost any goods on offer 
could be sold, and no country had to depreciate its currency to enable it 
to compete in world markets. But as world production increased and 
goods shortages were remedied, all nations were faced with intensified 
competition, so that overvalued currencies, involving high export prices, 
became a serious handicap and some of the original parities had to be 
adjusted. 

The Fund in principle discourages exchange restrictions by or 
against any country ; but, if other measures fail, it may permit members 
to restrict payments in a scarce currency. By this means, the duty of 
restoring trade equilibrium was imposed as much on a creditor (scarce- 
currency) country, which should buy more foreign goods, as on a debtor 
country, which must sell more but cannot do so because creditor 
countries will not buy. Hence, if dollars are scarce in Britain, Britain 
can restrict purchases of dollars without imposing similar restrictions 
on other currencies. The U.S.A. may then find it difficult to export to 
Britain in the face of the restrictions on payments in dollars, and, in 
time, may have to increase her imports to relieve the dollar shortage. 
Several provisions qualify the Fund’s power to authorize such dis¬ 
crimination against any one currency, and minimize the use of the 
“ scarce currency clause.” 

The provision that a country can hasten the adjustment of its 
balances of payment by changing the value of its currency by 10 per cent, 
(or by more, with the permission of the Fund) enables a country to 
safeguard and improve its international trading position without (as 
under the rigid gold standard) jeopardizing its gold reserves and 
disturbing its internal income and price structure. Under the Bretton 
Woods Plan, a nation’s choice is not between being on or off a universal 
standard : by limited devaluation of its currency unit, it can maintain 
its link with gold (though at a lower parity), and can remedy an adverse 
trade position by increasing its exports and/or by decreasing its imports 
so as to establish a new equilibrium. 

The Fund is empowered to increase its holdings of gold so as to 

(a) prevent an undue accumulation of gold by any one country, and 

(b) provide itself with additional means to purchase scarce currencies 
to meet the demands of members who require them. 

Observance of the regulations of the I.M.F. is largely voluntary; 
there is no provision for economic “ sanctions ” in the event of the 
Fund’s recommendations being disregarded or not sought. But as long 
as U.S.A. has the principal voting power in both Fund and Inter¬ 
national Bank (see below) and can control the granting of loans an 
economic assistance by herself or the International Bank, she is in 
a position to make her wishes effective. 
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International Bank for Reconstruction and Development 

This Bank was formed mainly ( a ) to assist and encourage inter¬ 
national investment through existing commercial channels ; ( b ) to 

promote the development of backward and devastated areas ; and (c) to 
facilitate international trade in conjunction with the International 
Monetary Fund. In regard to foreign loans, the Bank assists rather 
than competes with existing capital markets and organizations, although 
its activities extend to participation in international lending and 
guaranteeing such loans. 

All advances must be for productive purposes only (e.g., transport 
equipment, raw materials and engineering plant). Emergency relief 
schemes are not within the Bank’s scope. As far as possible, every loan 
must be a sound business risk and must also create the means of its own 
repayment. 

The capital of the Bank, contributed by member countries, is 
allotted on much the same basis as that of the Fund quotas. U.S.A. and 
Britain are the largest holders. Of the total capital, 20 per cent, was 
called up for direct loan operations and 80 per cent, was reserved to 
meet future obligations. Of the initial 20 per cent., 18 per cent, was 
contributed in the subscriber’s own currency and 2 per cent, in gold or 
U.S. dollars. Each member has 250 votes plus one vote for every share 
held. All members must supply the Bank and the Fund with details of 
their country’s monetary reserves, balance of payments, international 
investments and gold production. 

By the end of 1947, the total funds supplied to the Bank by member- 
States and available for loan purposes amounted to $725 millions, of 
which $625 millions were contributed by U.S.A. Nevertheless, it was 
evident that the funds at the Bank’s disposal would not be large enough 
to enable it to operate on the scale originally contemplated unless resort 
was had to loan capital which could be obtained from non-government 
sources. 1 

The Anglo-American Loan, 1946 

This loan was made by U.S.A. to bridge the gap in Britain’s balance 
of payments whilst her trade disequilibrium was being remedied. The 
loan was conditional on Britain’s ratification of the Bretton Woods 
agreements and her acceptance of the U.S. proposals that : (1) sterling 
should be available and convertible into U.S. dollars in any currency 
area and not only in the sterling area ; (2) British exchange control 
must not restrict payments to U.S.A. in respect of current transactions ; 
and (3) both countries should investigate the possibility of relaxing, 
if not abolishing, all interference with foreign trade (including British 
Imperial Preference). 

The gross amount of the loan, repayable in 50 years, was £1,100 

Jn July, 1947, for example, 9250 million bonds were sold in U.S.A. 
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millions (less .£162,500,000 previously due to U.S.A. under lease-lend 
arrangements), withdrawable by Britain as required. Until 1951, the 
loan was to be interest-free. Thereafter, interest at 2 per cent, and 
capital repayments were to begin, but if, in any year when interest was 
due, Britain’s international income fell below her average for 1936-38, 
the interest was to be cancelled. 

The loan aimed at promoting economic rehabilitation and inter¬ 
national trade on the basis of stable and freely convertible currencies. 
As from 15th July, 1947, Britain was definitely committed to a policy of 
multilateral trade and to maintaining the free convertibility of sterling 
into dollars (and so into gold) at #4.03 per £1. It was intended that 
rigidity should be avoided and the new system adjusted as necessary to 
meet prevailing conditions by freer international consultation and by 
the operations of the International Monetary Fund and the Bank for 
Reconstruction and Development. 

Unfortunately, withdrawals against the loan were so much more 
rapid than had been estimated, and the pressure on sterling immediately 
following the convertibility date was so much more severe than had 
been anticipated, that, after only five weeks of convertibility, Britain 
was compelled to reimpose the ban on the free conversion of sterling 
into dollars, and automatically payments under the loan came to an 
end. 

In a number of respects, this short-lived convertibility of sterling 
in 1947 can be compared with the premature return of Britain to the 
gold-standard in 1925. 

Despite the Anglo-American Loan, Britain’s overall external deficit 
increased from £380 million in 1946 to £675 million in 194/, but the 
critical situation was relieved in 1948 by the European Recovery 
Programme (popularly known as Marshall Aid), administered by the 
Organization for European Economic Co-operation (O.E.E.C.), and 
designed to make the Western European nations economically self- 
supporting by 1952. Thanks to this American assistance, and to the 
other measures which were taken, Britain’s deficit on international 
current account showed in 1948 a reduction of about £166 millions 
compared with the figures for 1947, and the position continued to 

show improvement. 

Exchange and Trade after 1948 

In spite of the great progress made by Britain and other sterling 
area countries after 1947, the non-dollar world continued to be critically 
short of dollars, so that Britain could not convert her own trade sur¬ 
pluses with other countries into dollars in order to lessen her own 
dollar deficit. In 1949, therefore, she had to intensify her various 
policies which had been designed as quickly as possible to achieve a 
balance of her international current account payments and to bridge 
the dollar gap. 



FOREIGN EXCHANGE 


477 


These policies—implemented during the preceding post-war years— 
involved, inter alia : (a) restricting all but essential imports, particu¬ 
larly from dollar and hard currency sources ; ( b) fostering imports from 
sterling and other non-dollar areas instead of imports from dollar and 
other hard-currency countries ; (c) increasing domestic output and 


U.K. BALANCE OF PAYMENTS ON CURRENT ACCOUNT 

WITH ALL AREAS 1 


£ million. 


1 1 

1938 

1947 

1948 

1949 

I Invisible Trade 



Jan.-June 

^ July-Dee. 
Provisional 

1 

Jan.-June 
Forecast 

I Invisible Payments : 

I Net Government Overseas 






I Expenditure 

16 

207 

82 

27 

96 

I Shipping 

80 

181 

94 

96 

98 

I Interest, Profits and Divid¬ 






ends 

30 

106 

56 

56 

56 

I Films (net) 

7 

14 

7 

3 

2 

I Travel 

40 

80 

27 

43 

30 

I Total Payments 
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588 

266 

225 

282 
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100 
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127 

134 
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153 

78 

84 

81 
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28 

21 

15 

20 

17 

I Others (net) 

72 

20 

66 

76 

85 

I Total Receipts 

405 
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307 

317 

1 Net Invisible Trade— 

I Surplus (+) or j 
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-1-232 
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+ 16 

+ 82 

+ 36 

I Visible Trade 

I Receipts from Exports and 

1 





1 Re-exports 
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+ 1100 

+ 730 

+ 820 

+ 910 

1 Payments for Imports 

-835 

-1541 

-896 

-872 

— 960 

I Surplus (+) or Deficit (—) 






I on Current Account 

- 70 

— 630 

-150 

+ 30 

- 16 


1 Economic Survey for 1949 (H.M.S.O.). 
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productivity to a maximum so as to increase exports, and particularly 
exports needed by dollar and hard-currency countries ; ( d ) increasing 
domestic agricultural output so as to provide the maximum home-grown 
food and lessen imports ; ( e ) increasing receipts from invisible exports 
(shipping income, banking income, profits earned by oil companies, 
foreign tourists’ expenditure in Britain, etc.), by every available means ; 
(/) controlling domestic capital investment so as to limit imports and 
conserve capital resources for export expansion ; ( g ) fostering—even 
favouring (by preferential allocations of materials, man-power and 
equipment}—export industries (especially industries providing exports 
for hard-currencv countries) as against industries catering for domestic 
demand and soft-currency areas; ( h) pursuing a domestic “ dis¬ 
inflation ” policy so as to restrict home consumption, and keep down 
prices, incomes and wages in the interests of reconstruction, national 
solvency, future stability and independence ; (i) encouraging develop¬ 
ment throughout the Commonwealth (particularly the Colonies) to 
enable the sterling area both to cut dollar imports and to increase dollar 
receipts from exports. 

During the first few months of 1949 progress in these directions was 
very slow. Britain’s man-power position was already fully extended and 
her resources of essential industrial materials almost fully applied. 
Further increased output depended mainly on technical progress, 
improved capital equipment and organization, <md the absence of 
disturbing factors such as industrial disputes and strikes. Even if the 
goods could be produced, it was becoming increasingly difficult to sell 
them abroad because the post-war sellers’ market had given way to a 
buyers’ market. Foreign nations were reconstructing and developing 
their own industries and sources of supply ; competition between 
countries was rapidly increasing ; post-war re-stocking of supplies had 
been largely completed ; foreign buyers were more discriminating and 
demanded lower prices or better-produced goods for the same money, 
and countries with their own balance of payments difficulties were 
forced to reduce their imports. Moreover, British domestic consumers, 
after years of austerity, were increasingly insistent in their demand for 
some of the fine goods being sent abroad. Further, the terms of trade 
were in many directions tending to move against Britain: she 
was compelled to accept lower prices for her exports while, because 
of the pressure of world demand, having to pay more for her essential 

imports. . 

Despite a great campaign to increase the sales of British goods m 

North America, the drain on Britain’s reserves continued throughout 
the summer of 1949, and in September, the British Government was 
compelled to take the far-reaching step of devaluing the pound by 
about 30 per cent, from $4.20 to $2.80. This action was followed by 
the devaluation of the currencies of other sterling area countries, with 
the result that exports from such countries to the hard-currency 
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countries increased whilst imports from the latter (particularly U.S.A.) 
to the sterling area markedly decreased (because they cost more in the 
terms of the devalued currencies). 

By the end of 1950, the economic recovery of Britain and the sterling 
area had made such good progress that the dollar deficit had disappeared 
and Marshall Aid to Britain was suspended. 



CHAPTER 30 


THE TRADE CYCLE 

The world’s complex economic mechanism could scarcely function 
continuously without occasional difficulties. When commodities of 
infinite variety are produced in anticipation of demand from many 
sources and from consumers of every type ; when fashion and style 
change unpredictably ; and when the division of labour and the 
localization of industries are so highly developed that many producers 
throughout the world co-operate to supply one finished commodity, 
then weakness in one link of the chain may bring disaster on the whole. 
Failure of one concern may cause loss and hardship to many others, 
while difficulty in one trade may adversely affect many other trades, 
so dependent is one group of producers on other groups, and one 
community on other communities. 

There are three main causes of trade disorganization, viz: 
(a) changes in the supply of raw materials ; ( b ) imperfect adjustment 
of demand for commodities to supply ; and (c) changes in the general 
price-level. 


Changes in the Supply of Raw Materials 

Any marked change in the supply of a world-important raw material 
causes a change in the volume and/or direction of world trade. An 
increase in supply may arise from any one of many causes, such as the 
discovery of new sources of supply or of new methods of production, 
or the invention of labour-saving machinery. Likewise, a decrease in 
supply may result from one or more of many factors, such as unfavour¬ 
able climatic conditions causing a failure of harvests ; devastation due 
to war, flood, fire, earthquake, epidemics, or crop-destroying pests ; or 
any great diversion of economic activity from productive effort caused 
by war, political unrest, strikes, etc. 

Decreases in productivity due to the above-mentioned causes are 
not hard to understand. But the growing complexity of the modem 
industrial and financial system has brought with it trade depressions 
that have been marked, not by scarcity, but by abundance. At such 
times the world has experienced the phenomenon of “ over-production, 
when there has been no shortage of goods but a lack of the power to 
buy them. Poverty and want have been widespread in times not only 
of famine but also of plenty, as in the depression of 1929 and subsequent 
years, aptly described as “ the Crisis of Plenty.” 
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The cause of such trade fluctuations must be sought, therefore, not 
so much in variations in the world’s productive capacity, as in the 
imperfect adjustment of supply at a particular time to current demand. 


Imperfect Adjustment of Supply and Demand 

Many modern industrial processes have to be initiated on an 
estimate of demand months—sometimes years—before the commodities 
concerned can be marketed. The gap between original producer and 
ultimate consumer tends ever to widen, and with each additional stage, 
despite the growing resources and the increasing technical and general 
information at the disposal of the entrepreneur, the liability to err in 
estimating demand tends continually to increase. A sudden change 
in style, custom or fashion may upset his most carefully laid plans ; the 
death of a monarch, the imposition of a duty, or a legal enactment may 
greatly reduce his anticipated profit ; a new invention or the appearance 
of an improved article or efficient substitute may greatly reduce the 
demand for a commodity which, after months of preparation, he is 
just about to put on the market ; and an unexpected fall in prices may 
force the producer to sell at unprofitable prices goods produced with 
materials bought at relatively high prices. In these and in many other 
ways the anticipations of the producer may be unfulfilled ; his profit 
may fall much below his estimate or he may make a loss. 

Similar results arise from imperfect or incomplete co-operation 
between producers. Each successive process in the production of an 
article depends on the prompt and efficient completion of the previous 
process ; the assembler of bicycles cannot complete his machines 
unless he is supplied, continuously and sufficiently, with the various 
parts. In a factory under centralized management, co-operation and 
smooth working between different departments are not difficult to 
achieve. But when the work of a number of independent producers is 
necessary for the completion of a given article, when several distinct 
and specialized industries, separated perhaps by half the earth, have to 
co-operate to produce a single commodity, then failure or breakdown 
at one stage may result in widespread disorganization. 

This absence of co-ordination within an industry may result at some 
stage in inadequate or in too great supplies of labour and/or of fixed 
capital in relation to the contribution of these factors to the whole 
process. In the cotton industry, for example, a period of good trade and 
bountiful crops may encourage spinners and weavers to extend their 
operations, increase their labour force and add to their capital equip¬ 
ment. All may go well until supplies of raw materials fall off, or the 
demand for cotton goods decreases, causing productive capacity to be 
m excess of requirements. Supplies of a raw material or demand for the 
finished product may decrease even before the new plant is in working 
order, for the building and equipping of a factory take time as well as 
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money and work. It may take months or even years to adjust an industry 
to meet increased demand, and to attract the necessary additional capital 
and labour. But once capital and labour have become specialized to the 
industry or process, it is difficult—sometimes impossible—to convert 
them to other uses if supplies of raw materials fail or demand falls off, 
with the result that depressed conditions in the industry may persist 
for a long time. 

Another cause of trade fluctuations in a system of competitive 
enterprise is that there is no planned organization of industry as a 
whole, and there is consequently little or no co-operation among 
producers regarding the total quantity of any particular line of goods 
to be produced. When the price of a commodity rises, individual 
producers try to make extra profits by increasing their output, so 
causing an increased demand for the factors of production. The 
increased supply of the commodity tends to cause a fall in its price, 
which, in turn, causes production to be curtailed until the shortage 
again brings about a rise in price. 

Monetary Instability 

As production is initiated in anticipation of demand, changes in the 
value of money bring producers unanticipated losses or gains, and so 
lead to fluctuations in the volume of trade. In an ideal monetary system, 
the purchasing power of consumers would be exactly correlated to the 
productive capacity of producers. In existing conditions, however, the 
supply of money is based primarily on immediate needs not necessarily 
related to production, and no monetary system has yet satisfactorily 
solved the problem of maintaining stability in the general level of prices 
and at the same time providing adequately for marked changes in the 

demand for and supply of money. 

The gold standard when it operated before 1914 in and between the 
principal countries of the world, was fairly successful in providing 
monetary stability. Over a period of years, however, purchasing power 
throughout the world fluctuated markedly with changes in the supply of 
gold available for monetary purposes and as a basis for the credit super¬ 
structures, and, whenever supplies of gold for monetary purposes 
lagged behind world supplies of other commodities, there was a general 

fall in the world price-level. 


Synchronism of Trade Fluctuations 

So intimately related are the many parts of the productive machine 
that depression in one produces depression in others. The failure o an 
industry engaged in one process involves other industries in re ate 
processes, while distress in one section of the community tends to 
spread and may eventually cover a large part of the economic system. 
Employers in one trade are made apprehensive by the misfortunes o 
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employers in another ; to safeguard themselves they may restrict their 
operations, so affecting producers from whom they obtain supplies of 
materials, machinery, fuel and other requirements. Depression in one 
industry also means lower wages and unemployment for its workers, 
who spend less on food, clothing, housing, entertainment, etc., and, as 
workers in one industry are consumers of the products of workers in 
other industries, the depression ultimately affects all the producers— 
employers and workers—who cater for the needs of the industry 
originally depressed. 

On the other hand, the prosperity of some producers may spur 
others to greater effort. A greater demand for a completed product 
means increased demand in the contributory processes : an increased 
demand for woven cloth leads to a greater demand for spun wool. 
Prosperity in the weaving industry induces prosperity among spinners 
and all who make possible the work of spinners—producers of the raw 
material, dealers, transport workers and makers of spinning machinery. 
Likewise, prosperity in the cotton industry tends to increase the 
prosperity of all who minister to its needs, i.e., all those who supply its 
numerous workers and employers with such things as food, clothes, 
raw materials, houses, transport, machinery, sports and cinemas. 

The tendency of trade and industry as a whole to be subject to 
alternating conditions of depression and of prosperity is sometimes 
described as the synchronism of trade fluctuations, because the bad 
times and good times in different industries tend to synchronize or 
occur at approximately the same periods. This tendency applies not 
only to the industries within one community, but also to those 
throughout the world. So interdependent are modern communities 
that good or bad trade conditions in one tend to create similar conditions 
in others. Failure of the wheat or cotton harvests in North America has 
serious repercussions in Britain, while Britain's inability to export coal 
causes industrial depression in countries that depend on Britain for 
an important part of their fuel supplies. 

This synchronism of trade conditions is particularly evident in 
times of depression, when individual nations seek to extricate them¬ 
selves from economic difficulties by limiting their imports, expanding 
their exports, and as far as possible pursuing a policy of self-sufficiency. 
As a result, there is a general decline in world purchasing, and depression 
tends to spread everywhere. 

Periodicity of Trade Fluctuations 

The history of trade fluctuations during the last 200 years or so 
reveals a still more remarkable peculiarity ; that is, the apparent 
tendency of good times and bad times—of prosperity and depression— 
to alternate with approximate regularity. Good and bad times recur in 
cycles. Starting from a depression, when industry is stagnant and 
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unemployment rife, confidence gradually revives and spreads from one 
industry to another, until a period of prosperity sets in. Demand 
increases, prices rise, profit margins are widened and entrepreneurs 
extend their productive capacity. New enterprises are founded and 
developed on borrowed capital. Speculation spreads to all classes of the 
community. Credit is expanded to meet the growing demand for trade 
requirements and producers and workers aim to make the best of the 
“ good times ” and reap as high a reward as possible for their efforts. 

Presently, however, prosperity begins to generate its own checks. 
Production costs increase with the forcing up of wages, the payment of 
overtime, the employment of less efficient workers and less efficient 
equipment, and the difficulty or increased cost of obtaining sufficient 
raw materials. Competition for new equipment and raw materials 
sends up their prices, while interest rates rise as the demand for capital 
increases. Ultimately, a point is reached when rising costs can no longer 
be passed on to the consumer in higher prices. Then costs exceed 
receipts, and the boom is over. Employers contract their activities, and 
employees curtail their spending, so general depression sets in. 

As a rule, declining profits signal the end of the upward trend of 
activity, but frequently the breaking-point is reached when some 
catastrophe occurs to disturb industrial activity or to shake public 
confidence. This may be an earthquake, a great flood, the failure of an 
important crop, the collapse of a large concern, the outbreak of war, or 
some other event that disturbs confidence and threatens producers with 
severe losses. Usually, there follows a crisis marked by a sudden 
curtailment of credit. Confidence reaches a low level and the order of 
events is reversed. Demand decreases, prices fall, production every¬ 
where slackens, and there is increasing pressure to unload stocks, 
especially by weak holders. Banks restrict their advances and demand 
higher charges or more security; selling prices fall more rapidly than 
costs; and, as wages can be forced down only with difficulty, labour 
bears its share of the prevailing depression largely in unemployment. 

Despite the pressure to sell, stocks accumulate either because of the 
decline in purchasing-power or because customers anticipate that prices 
are likely to fall even further. Wholesalers, finding difficulty in selling 
to retailers, reduce their orders to manufacturers. Manufacturers are 
compelled either to reduce their selling prices in an attempt to maintain 
sales, or to curtail their output. Since costs (particularly where capital 
and labour are specialized) cannot quickly be reduced to meet the 
diminished turnover, profits suffer. The lower profits result in 
diminished purchasing-power and persist until a new equilibrium 

between costs and selling prices is established. 

A depression, like a boom, ultimately induces its own correctives. 

Labour costs and interest charges are gradually forced down. Produc¬ 
tion costs are reduced by cuts in wage rates and overheads, and by the 
elimination of the less efficient concerns, machinery and workers. i he 
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commitments of the boom period are gradually liquidated, costs again 
fall below selling prices, and the conditions of profitable enterprise are 
restored. “ First we find a state of quiescence—next, improvement— 
growing confidence—prosperity—excitement—overtrading—convul¬ 
sion—pressure—stagnation—distress—ending again in quiescence.” 1 
This alternation of good and bad trade occurred with such regularity 
during the nineteenth century and the early years of the present century 
that a trade cycle extending over from seven to ten years came to be 
recognized. 

Deductions from the History of Trade Cycles 

The cyclical fluctuation of trade is not confined to any single 
country' or to certain countries—it is a world phenomenon. In all 
countries periods of trade activity have been periods of great capital 
development. Britain, for instance, was exceedingly prosperous during 
the last century' and greatly increased her investment of capital, both 
at home and abroad. During prosperous periods, too, public authorities 
follow private enterprise in extending their capital commitments, 
whereas, when trade conditions are bad, they contract their long-term 
capital expenditure on public utilities, housing, and the like. Hence it 
is frequently suggested that, to diminish the ups and downs of trade 
and employment, public authorities, which can afford to take a long 
view, should undertake schemes of capital development during periods 
of depression but restrict such activities in times of prosperity. 

The fluctuations in prices characteristic of a trade cycle are more 
pronounced and occur earlier in some industries than in others ; in 
primary industries concerned with raw materials than in secondary 
i-.^nstries concerned with finished products ; in the wholesale market 
than in the retail market ; in commodities than in services. Because 
of this, trade has been likened to a tree swaying in the wind. The trunk 
represents the group of basic economic activities (internal transport, 
retail trade in necessaries, etc.) for which there is a recurrent and 
relatively stable domestic demand and which is, therefore, relatively 
firm and unbending. The branches represent the more speculative 
activities (including constructional industries and raw material trades) 
which are subject to marked fluctuations in price and/or demand. 
During a period of business expansion, big profits are made by the 
speculative group. During a period of depression, however, this group 
bears the full impact of falling prices and/or diminished demand and 
makes big losses, whereas the returns to basic activities are more stable. 

Despite the cyclical movement of trade, there is a steady growth in 
the volume of production and in economic progress, and the increase 
during periods of trade activity is greater than the falling off in periods 
of depression. Just as a mountaineer in making his ascent may at 


1 Lord Overstone, quoted by Marshall, Money , Credit and Commerce , page 246. 
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intervals slip back, so a community’s climb to higher economic efficiency 
is interrupted by periodical set-backs. 

Trade cycles in the past have been marked off by business convul¬ 
sions known as commercial crises or financial crises. The critical phase of 
the cycle is reached when credit is greatly expanded and there is wide¬ 
spread speculation on borrowed capital. In such circumstances, the 
immediate effect of one of the disturbing factors previously mentioned 
(e.g., the outbreak of war or the collapse of a great concern or the failure 
of a world-important crop) is to cause a sudden contraction of credit 
because apprehensive bankers and merchants try to safeguard their 
positions by strengthening their reserves and demanding repayment of 
their loans and debts. Thus at one blow trade is deprived of the 
lubricant that helps its wheels to revolve smoothly; some firms 
experience difficulty in meeting their commitments and their failure 
involves others in loss. 

The collapse of credit makes itself felt in other ways : less faith is 
placed in credit instruments (such as bills of exchange and cheques) 
and in all forms of securities for debt. Creditors demand repayment 
of moneys due to them, fewer credit instruments are taken while those 
outstanding are pressed for sale or conversion into legal tender, which 
is rarely forthcoming in the quantity desired. Thus a feature of such 
crises is currency shortage, which may cause a run on the banks, a rush 
to realize securities and possibly a financial panic. 

Crises in Britain 

In Britain (and many other countries), crises occurred in 1763, 1783, 
1793, 1811, 1815, 1825, 1837, 1847, 1857, 1866, 1878, 1890, 1900, 1907, 
1914, 1920, 1929-31, 1939 and 1948—49. The periodicity of occurrence 
is clearly remarkable, although all the crises were not equally severe 
while some of the years mentioned were characterized rather by 
monetary stringency than by an actual crisis. 

The crises in Britain between 1760 and 1840 resulted mainly from 
the overissue of notes by the numerous uncontrolled private note¬ 
issuing banks then existing throughout the country. As a result, the 
note-issues were in 1844 subjected to centralized control, but currency 
troubles continued to be a serious factor, as is indicated by the following 
brief notes on the chief features of the crises. 

1815.—Financial difficulties, currency chaos, and violent speculation followed 
the conclusion of peace with France after the downfall of Napoleon, and ended 
eventually in a serious financial crash and the failure of many note-issuing banks. 
The subsequent contraction of the currency and shock to confidence added to the 
depressed condition of trade and industry, but the resulting deflation permitted 
Britain ia-l-8i6 to adopt the gold standard. 

1825.—The adoption of the gold standard in 1816 was followed in 1821 by the 
re-establishment of the convertibility of Bank of England notes into gold. This 
measure, and the period of peace after prolonged war, led to an increase in public 
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confidence and an expansion of trade. Speculation followed, particularly in 
foreign mining companies and in South American enterprises, and there was 
a considerable rise in prices. The year 1825 was marked by a severe restriction of 
credit and a violent panic, during which the Bank of England issued £1 notes in 
an attempt to remedy the currency shortage. 

x 837 ~ 9 .—After the 1825 crisis a period of depression gradually gave way to 
growing confidence and widespread prosperity. Unfortunately, over-speculation 
in new mining and railway companies (following the exploitation of Britain’s 
mineral deposits and the application of steam on the railways) resulted in a financial 
crisis and numerous failures among the note-issuing banks. This crisis was the 
immediate cause of the Bank Charter Act of 1844, which sought to remedy the 
evils of the uncontrolled bank note currency by limiting the issues and providing 
for their ultimate centralization at the Bank of England. 

1847 .—During the 1840’s, Britain’s industrial and railway development 
proceeded apace. The great increase in the national wealth and the prevailing 
low rate of interest led to great speculation in railway companies and other long¬ 
term enterprises, thus locking up a large part of the capital available for productive 
purposes and causing a scarcity of funds on the Money Market. By 1847, condi¬ 
tions were ripe for a crisis. At the height of the boom period, the failure of the 
potato crop in Ireland, of the cotton crop in the United States, and of the harvests 
in Europe led to a failure of confidence. A demand for money for foreign payments 
and for calls on railway shares precipitated a crisis and led to a collapse of credit. 
The Bank of England raised its discount rate from 3 per cent, to 8 per cent., but 
was finally forced to obtain Government sanction for the suspension of the Bank 
Charter Act so as to increase its fiduciary issue. The knowledge that this step 
would make available increased supplies of currency and credit restored public 
confidence, and the Bank did not, in fact, take advantage of the powers granted. 

1857 .—1° 1860’s, gold discoveries in California and Australia stimulated 

enterprise of all kinds. A great extension of railways throughout the world was 
followed by over-trading and speculation in mining, railway and shipping com¬ 
panies, while conditions arising out of the Crimean War (1854-56) stimulated 
industrial and speculative activity. Gold replaced silver as the standard currency 
in France and U.S.A., but the badly organized banking system in the States could 
not keep pace with the demand for loanable capital. In August, 1857, there was 
a panic on the New York stock exchange, and many American banks and railway 
companies failed. The effect was felt in Britain, whence there was a drain of gold 
from the Bank of England to America, Scotland and Ireland. Several English and 
Scottish banks stopped payment, Bank rate rose to 10 per cent, and the Bank 
Reserve fell below £600,000. The Bank Charter Act was again suspended, and 
£2,000,000 excess fiduciary notes were authorized. These were not issued, 
however, for, as in 1847, public confidence was restored as soon as it became 
known that increased supplies of currency .and credit would be available. 

x866.—In the years after the 1867 crisis, trade gradually revived. In 1861, 
the American Civil War led to issues of inconvertible paper in the U.S.A., which 
drove American gold to Europe, while the reduction of American cotton supplies 
forced Britain to make purchases at high prices in India, China and Egypt, which 
were paid for in silver. In Britain, many new joint-stock companies were formed 
under the impetus of the Companies Acts of 1852-62, and much speculation took 
place, particularly by finance companies, one of which (Overend, Gurney & Co.) 
lent money for enterprises all over the world. Poor harvests, adverse exchanges 
and a continental crisis caused a failure of confidence in London. The resultant 
contraction of credit was followed in 1866 by one or two failures and a run on 
country bankers, who fell back on London for supplies of currency. Bank Rate 
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remained at 10 per cent, for three months, and on May 10th, 1866, Overend, 
Gurney & Co. stopped payment with liabilities exceeding £10,000,000. On 
May 11 th Black Friday ”—the Bank of England increased its loans by 
£4,000,000, and, in consequence of the depletion of the Reserve, the Bank Charter 
Act was suspended to enable the Bank to increase its fiduciary issue. As on 
previous occasions, confidence was restored as soon as it became known that 
increased supplies of currency and credit were available. 

1878 .—Great prosperity existed in Britain during 1870-72, leading to 
excessive speculation and reckless expenditure both in this country and in U.S.A. 
Disturbed conditions on the Continent resulting from the Franco-German War 
caused much capital to be transferred from Europe to Britain for safety. A crisis 
in Vienna and another in America in 1 S73-, when many banks failed, caused a drain 
of gold from London to Germany and a depression of trade as a result of the 
collapse of business with Britain’s best customer, America. The Russo-Turkish 
War accentuated the difficulties. In 1876—78, there were many failures, including 
those of the City of Glasgow Bank (with liabilities of £6,000,000) and of several 
other banks and large bill brokers. A great depression in trade followed, 
widespread lack of confidence and stagnation persisting well into the 1880’s. 

1890 .—The gradual revival of business after the depression of the 1880’s led 
ultimately to the usual period of over-confidence, marked by a great increase in 
the number of joint-stock companies, widespread speculation and inflation. 
A failure of confidence precipitated a sudden fall in the value of South American 
securities with the result that a famous London finance house, Baring Bros., v/hich 
had invested huge sums in these securities, was on the brink of failure with 
liabilities of £34,000,000. Failure was averted when the Bank of England and 
leading bankers together guaranteed the liabilities of the firm to the extent of 
£18,000,000. 

1893 .—This crisis was really an aftermath of that of 1890. The Baring failure 
led to the withdrawal of millions of British money which had been employed in 
land speculation in new countries, causing financial stringency in Australia and 
U.S.A. Several banks failed as a result of a panic among British depositors. 

1900 .—The crisis of 1900, which originated in Germany and spread to U.S.A., 
did not greatly affect Britain, although i f was marked by the failure of the London 
and Globe Insurance Company. 

1907 .—In U.S.A., the unsatisfactory banking system, wiuespread hoarding 
and high discount rates led to a scarcity of money and an extensive credit collapse, 
which had severe repercussions in London. Continental countries refused 
American bills, and an insistent New York demand for gold caused by a heavy 
premium on the metal had to be met by the Bank of England. By raising its rate, 
the Bank attracted £3,000,000 in gold from France, and the situation was relieved 
by the issue in U.S.A. of Panama Bonds and U.S. Treasury Notes. This crisis 
was noteworthy because it demonstrated the power of the Bank of England to 
attract large quantities of gold by raising its discount rate. 

1914 .—The financial crisis of 1914, caused by the outbreak of war against 
Germanv, was the most serious the world had so far experienced. London s 
position as an open gold market and centre of international finance was most 
vulnerable. Other nations made every effort to convert their British assets into 
gold, which they sought to withdraw from the country. Great quantities of 
London bills were in circulation throughout the world, and the sudden presentation 
of many of these for sale or payment caused great difficulty to London accepting 
houses, discount houses and banks, w hile the inability of stock-exchange operators 
and bill-brokers to repay loans borrowed from the banks deprived the latter o 
their “ second line of defence,” i.e.. Money at Call and Short Notice. 
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These difficulties were much accentuated because, owing to the breakdown of 
the foreign exchanges and the war, foreign debtors (particularly those in enemy 
countries) were unable to remit funds to London to meet their bills payable in 
that centre or to meet Stock Exchange liabilities incurred on their behalf. Many 
holders of acceptances and securities of enemy firms and banks had little hope of 
payment. The great apprehension throughout the trading community led to 
a rush to realize credit documents and to secure repayment of loans of every kind, 
thus creating a widespread demand for cash which could be met only by suspending 
the Bank Charter Act. 

Following the declaration of war by Britain, the Stock Exchanges and the 
banks were closed for several days, the former to prevent panic sales of securities, 
and the latter to prevent a “ run.” Bank rate was raised to 10 per cent, to restrict 
the outflow of gold and reduce the demand for loans, while the pressure on 
acceptors of bills and on other debtors was relieved by a three months’ moratorium. 
To meet the demands for currency the Bank of England was empowered to 
increase its fiduciary issue, but only a small increase was called for because the gap 
in the currency was filled by the issue of £1 and 10 - Treasury Notes 

These measures prevented panic and restored public confidence. Later, the 
position was further relieved when the Government undertook to guarantee 
certain bills for discount at the Bank of England, and to advance to drawers up 
to 50 per cent, of the amount of outstanding foreign debts. The Bank also assisted 
acceptors of bills and stock exchange operators by granting 'hem loans, and in this 
way unlocked part of the liquid resources of the other banks. 


1920 .—Following the armistice in 1918, people looked forward to an era of 
prosperity free from the horrors and uncertainties of war. There was a big 
demand for goods which had been unobtainable during the war, and consequently 
great activity in trade and production. Those who had made money during the 
war and the many ex-soldiers who had received gratuities spent with great freedom. 
For a time, mills and factories worked to full capacity. There was much speculation 
on the stock markets, induced largely by the substantial distributions of profits 
and bonuses by enterprises which had profited by the war. 


hor some time the banks created extensive credit against the great amounts of 
Treasury Notes that passed into their hands. A rapid rise in prices led to rising 
wages, and the consequent additional purchasing power in the hands of the workers 
forced prices still higher. Thus a vicious circle was created : high prices caused 
demands for higher wages ; higher wages caused an increased demand for goods, 
but this could be met only at an increased cost because of the high costs of 
materials and labour. So prices were again forced up and workers again demanded 
higher wages. Eventually a boom developed, marked by soaring prices, over¬ 
trading and widespread speculation. In March, 1920, wholesale prices were more 
than treble what they had been in July, 1914, and conditions were ripe for a crash. 
The 1920 collapse cannot be attributed to any specific event. It was due rather 
to a sequence of causes though probably precipitated by the attempts of producers 
and of the Government Disposal Board to unload vast stocks on a limited market. 
As 3 result of widespread currency depreciation abroad, many foreign orders for 
British goods were cancelled, and the disturbance of trade was accentuated by the 
inflation which developed here and in the United States. Because of the increased 
supplies of goods and the flagging demand, prices fell rapidly, while consumers 
withheld purchases in the hope of buying at still lower levels. Once started, the 
fall gathered impetus and was accentuated by the action of the banks in calling in 
advances and restricting credit facilities. By December, 1921, prices were only 

per cent, above the pre-war level, and for several vears there was great depression 
and uncertainty. 


• a years 1928-29 were marked by a great boom in British 

industrial securities, particularly those connected with new industries, such as 
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artificial silk, gramophones and wireless. The movement was accentuated by a 
boom on the New York Stock Market, during which security prices reached very 
high levels. 

Unhappily, this boom was founded on an even more artificial basis than usual, 
for it occurred at a time when the world price-level was falling steadily. Eventually 
there was a severe break in security prices. The most acute stage occurred in 
October 1929, though prices continued to fall steadily throughout 1930. 
In this and other countries there was a great increase, in unemployment. Later, 
there were widespread banking failures in Germany, America and elsewhere. 
In September, 1931, Britain suspended the gold standard, and the whole world was 
involved in uncertainty and distress. 

Britain’s crisis had been developing for several years. The strain on her 
finances during the decade after the 1914-18 war had been stupendous. Her 
favourable balance of payments had dwindled away and by 1931 there was a 
deficit. The adverse effect on the foreign exchange value of the British pound was 
intensified by the financial difficulties of other nations, by the drain on Britain’s 
gold reserve, and by the dislocation of international- trade and exchange caused 
by the payment of huge war debts and reparations. 

Britain’s action in departing from gold was speedily followed by other 
countries, notably those whose fortunes were closely linked with hers, such as 
Scandinavia, Argentina and the British Dominions. In April, 1933, the United 
States experienced an economic crisis of unprecedented magnitude, and was also 
compelled to abandon the gold standard. 

The crisis of 1931 was followed by a period of intense and world-wide 
economic depression during which unemployment in Britain and abroad reached 
unprecedented figures. Britain’s industrial and financial dominance, already 
threatened, now disappeared. The growing desire of all nations for economic 
self-sufficiency found expression in a persistent trend towards economic nation¬ 
alism. International trade was subordinated to domestic policy. Industrial 
activity, concentrated largely in England in the nineteenth century, became widely 
diffused throughout the world and there was a similar diffusion of the international 
business in which Britain had long held leadership. London was no longer a 
dominant centre of finance, and everywhere exchange control and exchange 
restrictions were in operation. 

1939 .—When the second world war broke out in September, 1939, Britain’s 
financial position was not as vulnerable as it had been in 1914, so there was no 
external drain on her resources and no financial crisis. Bank rate, after being 
raised to 4 per cent, in August, was fixed at 2 per cent, in October, practically all 
the gold at the Bank of England was transferred to the Exchange Equalization 
Account, and the fiduciary note issue was increased. 

1948 - 49 .—During the Nazi war (1939-1945), Britain was compelled to dispose 
of the greater part of her overseas investments and drastically to curtail her 
exports, while her imports of war materials and equipment rose enormously. 
Post-war rehabilitation and currency chaos added to Britain’s balance of payments 
difficulties and her deficit grew larger. In 1947, there was for the first time a heavy 
deficit on her invisible trade. Large loans from U.S.A. and Canada were in¬ 
sufficient to bridge the gap, so, to assist in reducing the deficit, an intensive export 
drive was launched while import-licensing and foreign-exchange controls were 
made increasingly stringent. 

Both during and after the Nazi war, stringent regulations controlled the 
market for new capital issues, and commodity speculation ceased with the 
resumption by the Government of sole responsibility for the importation and 
distribution of foodstuffs, raw materials and other essential goods. Taxation, 
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limitation of supplies, rationing and price control held inflation in check to a large 
extent, and an official cheap money ” policy was successfully operated. 

Further, the Labour Government which came into power in July, 1945, 
embarked on a policy of economic planning with a view to the utilization of the 
nation s resources of materials and man-power to the greatest national advantage. 
It is claimed that such planning will in time minimize trade fluctuations, but it is 
too early yet to say whether this claim is likely to be justified. Moreover! national 
planning in a country so dependent on international trade must be greatly 
dependent for its success on international co-operation, as was demonstrated by 
the Government’s statement in February, 1949, that unemployment in Britain 
would have reached 1,500,000 if American financial assistance under the so-called 
Marshall Plan had not been forthcoming. 

Early in 1949, Britain’s financial and balance of payments difficulties became 

increasingly acute. 'There was great pressure on sterling, which was accentuated 

by the slowness of European recovery and the increasing difficulty of selling goods 

abroad. In September, 1949, the troubles culminated in the devaluation of sterling 
by 30 per cent, to 82.80. R 


THE PERIODICITY OF TRADE CYCLES 

Economists have long sought some cause or causes to explain the 
peculiar regularity or “ periodicity ” of trade cycles. 

Climatic Theories 

Several nineteenth-century economists traced a connection between 

trade fluctuations and climatic conditions, which appeared to be the 

only external cause that could produce such widespread effects. 

Climatic conditions, it was maintained, determine the abundance or 

scarcity of the harvests upon which the world’s industrial prosperity 

so largely depends. Raw materials and foodstuffs play a vital part in 

commerce, and the failure or abundance of an important crop greatly 

affects the economic well-being of agricultural communities and their 

power to purchase goods from other countries. Thus the effects of 

good and of bad harvests are felt throughout the trading world. 

A!(though climatic changes necessarily have a great influence on the 

state of business activity, they are not now regarded as the primary 

cause of trade fluctuations or as affording an explanation of the 
periodicity of crises. 


The Under-Consumption Theory 

Exponents of this theory attribute the trade cycle to the fact that 
the working classes receive too small a proportion of the product of 
industry, while capitalists and entrepreneurs receive too large a 
proportion. They argue that, when trade revives after a depression 
profits and wages gradually increase, but that the increase in wages is 

. ., there is a considerable time-lag between the rise in wages and the 
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rise in prices and profits. Consumption increases because of the rise in 
wages and in employment, but, because of the high rate of profits, 
relatively too much is invested in producers’ goods. Because of the 
slow’ adjustment of wages to the rise in prices, the demand for 
consumption goods fails to keep pace with the increase in output made 
possible by the new capital investments made by producers. As a result, 
production eventually becomes unprofitable, the demand for capital 
goods falls, profits reach a low level or give way to losses, and a period 
of stagnation and failure persists until surplus stocks are cleared. The 
economic checks commonly induced, viz., a fall in the rate of interest 
as a check on excessive saving and a fall in prices as a stimulant to 
increased consumption, are so slow in their action that they do not 
become effective until the community has suffered great loss, waste 
and damage. 

This theory has received little support, but following Keynes’s 
investigations its elements of truth have been generally recognized. 
Keynes stressed the fact that a general increase in production and 
incomes is likely to lead to an increase in the rate of saving, which 
increase might cause total consumption to fall below the level necessary 
to maintain equilibrium with total production. Without doubt, 
fluctuations in the prosperity of consumers’ goods industries must 
cause even greater fluctuations in producers’ goods industries. Ex¬ 
penditure on new investment or renewals may be only a small propor¬ 
tion of the turnover in consumers’ goods industries, but additions to 
plant in many of them during a period of prosperity may cause a 
disproportionately higher increase of production in producers’ goods 
industries. When trade declines, the effects are reversed. If the increase 
in activity and employment engendered by increased capital investment 
does not lead to proportionately increased consumption, there are 
bound to be deflationary effects. 

This theory does not differentiate between savings and investment. 
Savings that are invested w'ill have the same effect as spending because 
investment stimulates employment; this results in an increase in 
incomes and in the demand for consumption goods. If savings are 
not invested, there w’ill be unemployment, i.e., depression will ensue 
if there is oversaving, regardless of the distribution of the National 
Income between rich and poor. 


The Competition Theory 

Some Socialist writers maintain that trade cycles arise because com¬ 
petition between independent producers results not only in faulty 
estimates of future demand but also in a greater volume of production 
in anticipation of demand than is justified by the resources of the 
community. The arguments adduced are similar to those on p. 481, 
where the imperfect adjustment of supply and demand was discussed. 
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It is maintained that prosperity and the resulting extension of credit 
facilities attract new and possibly inefficient producers into industry. 
When the expansion of production outruns demand, or if the anti¬ 
cipated demand for certain products is not realized, the marginal 
producers are forced out of the market ; factors of production are 
thrown out of employment; credit facilities are restricted, and general 
depression ensues. The periodicity of the cycle is explained by the 
time taken before production gets into full swing and by the period 
required for recovery after the crash has occurred. 

To this theory it is objected that, while the absence of co-ordination 
between independent producers and the consequent imperfect adjust¬ 
ment of supply to demand are important factors in the trade cycle, they 
are not the only factors. Bank-lending policy in particular must be 
considered, because producers, especially in times of trade activity, 
are very largely dependent on the banks for their short-term loan 
capital. It is objected, too, that if business men worked with completely 
independent minds, their decisions and the resultant fluctuations in 
trade would tend to cancel out. In practice, however, the swing to 
prosperity or depression is a common swing, due partly to the fact that 
different business firms are bound together by a network of trade and 
credit relations ; and partly to the psychological influences that spread 
moods of optimism or of pessimism from man to man and from industry 
to industry. 


The Psychological Theory 

The influence of alternating moods of optimism and pessimism has 
been elaborated into a theory which seeks to explain the trade cycle 
in terms of business psychology. Business men generally are very much 
influenced by what others of their kind are doing. In good times, all 
become over-confident. Investment and production are expanded 
beyond what a sober forecast of their profitability would warrant. After 
a while, production outstrips consumption. Supply exceeds demand. 
Goods have to be sold at a loss, and these losses adversely react on the 
state of mind of business men, causing them now to under-estimate the 
prospects of investment and production, just as before they over¬ 
estimated them. 

While it is true that business men are suggestible, and that moods 
of optimism and pessimism tend to spread, this theory does not explain 
the periodicity of the trade cycle, or the factors that cause confidence 
to return after a slump. Moreover, both confidence and pessimism are 
reactions to objective facts. Psychological factors may affect the 
amplitude of trade fluctuations ; but the fundamental factors to be 
sought for are those that generate moods of optimism and pessimism 
throughout the business community. 
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Monetary Theories 

Recognition that credit expansion plays an important part in the 
development of a boom, and monetary stringency in a collapse, has led 
many people to attribute the trade cycle exclusively to monetary causes. 
It is argued that, during a period of prosperity, speculation is 
encouraged by the comparative ease of obtaining financial accommoda¬ 
tion, and that such speculation forces up prices and involves business in 
a vicious circle. In due course, however, banking reserves begin to 
dwindle ; the proportion of advances reaches the limits imposed by the 
regulations and/or traditions of the banking system, so the banks 
increase their charges and restrict credit. The demand for credit by 

greatly expanded industrial undertakings cannot be met, and depression 
begins. 

Monetary theorists maintain that the initial impetus to a period of 
prosperity is given by the reduced cost of holding stocks. During the 
period of stagnation that follows a boom, business men slowly dispose 
of their surplus stocks. Gradually, the liquidity of the trading system 
as a whole is restored, while prices tend to harden and to rise rather 
than to fall. The banks, anxious to increase their earning assets, lower 
their rates for accommodation, while business men begin to look for 
profit possibilities in the tendency of prices to rise. Because of the 
lower bank charges, merchants who postponed their orders to replace 
stocks now find that the cost of holding stocks is decreased, and they 
are no longer deterred from placing orders because of the risk of a 
further fall in prices. Increased orders influence manufacturers to 
expand output. Employment and money incomes rise. Consumption 
increases. Dealers, finding that their previous orders were inadequate, 
place larger orders, even though prices have risen because of increased 
employment and the higher rewards to the factors of production. The 
rise in incomes means that the goods ordered are easily disposed of— 
and so the process continues. 

In time, however, the flow of cash into circulation begins to reduce 
bank reserves, while considerations relating to the foreign exchanges 
and balance of payments force the central bank to bring about a 
restriction of credit. The banks restrict credit and raise their charges, 
so business men find it difficult or impossible to obtain accommodation 
and the cost of holding stocks is increased. In the result, expected 
profits are not made ; prices stop rising; orders are reduced or 
delayed because of higher interest rates and the expected fall in prices ; 
employment decreases ; consumption outlay falls, and the deflationary 
process gathers impetus until depression sets in. 

The responsibility of the banks for this process is a matter of 
controversy. Some maintain that a speculative boom is almost 
invariably superimposed on a production boom and that rising prices 
are forced still higher because the banks continue to extend credit 
after the limits of the community’s productive capacity have been 
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reached, instead of taking steps to restrict credit and so prevent 
dangerous speculation. Others argue that, if the banks would lend 
more freely and not restrict credit so suddenly when the boom was 
at its height, crisis and subsequent depression might be avoided. 
Clearly, however, the banks must consider their reserves for purposes 
of both internal and external trade. They cannot continue to extend 
credit when their traditional or legal limits of safety have been reached. 
And while they can determine from their own figures when credit 
restriction is necessary in the interests of their own stability, or of the 
stability of the banking system as a whole, they have no means of 
knowing when the limits of the community’s productive capacity have 
been reached. 

Monetary theorists suggest that, if bankers were able to restrict 
speculation without penalizing production, business recessions need 
never arise ; but in practice the necessary discrimination is extremely 
difficult if not impossible to apply 

The chief objections to the monetary theory are that the rate of 
interest is not nearly so important a part of the total costs of business 
enterprise as the argument makes out, and that the causes of trade 
fluctuations arise from the basic conditions of industry and commerce 
rather than from financial policy and action. Credit and currency 
inflation make a boom possible, and may determine the extent of the 
boom, but they do not cause it, and low interest rates will not neces¬ 
sarily stimulate industrial activity. Moreover, the trade cycle, being 
a world phenomenon, cannot be attributed to the internal credit 
conditions of one or two countries, and it cannot be remedied by 
isolated national attempts at monetary reform. Far-seeing economic 
and fiscal policies based on international and not merely national action 
are necessary if world crises are to be prevented or alleviated. 

Monetary theories are condemned in some quarters also on the 
ground that, as they are built up on the concept of a general level of 
prices, they ignore the important fact that the prices of certain world- 
important commodities may fluctuate considerably and so cause serious 
trade upheavals even though the general price level may remain stable. 

Over-Investment Theories 

Over-investment theories (of which that of Hayek is representative) 
take various forms, according to the relative importance attached to 
monetary influences. Generally, these theories maintain that the 
elasticity of the credit system makes it possible for banks to lend at 
rates of interest below the true economic level, i.e., the equilibrium or 
natural rate warranted by the relation between the supply of current 
Savings and the demand for capital, or the rate that would obtain in 
a commujiity where loans could be made only from savings. 

The powers of the banks, within limits, to extend credit when 
savings have not increased make possible an expansion of borrowing 
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without a corresponding rise in bank interest and bank charges. This 
results in a greater demand for capital goods (relative to consumers* 
goods) than would occur if the additional credit were granted at the 
equilibrium rate, because, at the lower rates at which the bank credits 
are granted, lengthy processes of production that involve considerable 
capital equipment promise to be more profitable than they would be 
if rates were higher. 

As a result of the increased activity in producers’ goods industries, 
entrepreneurs in such industries bid up the price of labour and materials 
in competition with the producers of consumption goods. The rise in 
incomes and wages in the constructional trades means that the 
recipients have more money to spend on consumers’ goods, with the 
result that the consumption goods industries in turn bid up the prices 
of raw materials and labour. 

The rising spiral of incomes, wages and prices means an increasing 
demand for bank credits. In time, however, the banks have to pay 
attention to their reserves and lending limits, so they begin to restrict 
credit. Bank charges rise and the demand for accommodation is 
reduced, for, at the higher costs, consumer industries can no longer 
afford new' loans to buy plant. Capital investment declines and pro¬ 
duction becomes unprofitable for producers of capital goods who 
cannot sell either their output or their plant. Unemployment and 
losses appear in these industries more rapidly than resources can be 
transferred to other industries. Purchasing power declines and deflation 
spreads. 

This theory explains the development of a boom and ultimate crisis 
in terms very similar to those of the under-consumption theory. Both 
assume that an excess of capacity develops in producers’ goods indus¬ 
tries, but whereas, according to the under-consumption theory, the 
remedy lies in less saving and more spending on consumers’ goods, the 
over-investment theory ascribes the development of boom conditions 
to a deficiency of savings aggravated by the action of the banks in 
granting credit in excess of what is justified by the existing level of 

savings. 

There are several reasons for doubting whether a deficiency of savings 
will in fact cause the ultimate breakdown, unless it is accompanied by 
full employment and a marked degree of inflation. It need not be 
assumed that there will be so great a competition for resources that 
prices will rise at the outset. In practice, there is usually a considerable 
surplus of productive capacity and labour to be absorbed before any 
rise in prices takes place. If prices rise faster than incomes, people will 
obviously have to devote a larger part of their incomes to the mainten¬ 
ance of their customary standard of living, so the margin left for saving 
will be diminished. But as long as some margin remains, capital con¬ 
struction need not necessarily be financed by inflationary credit 
creation. 
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The assumption of the over-investment theorists that there is an 
equilibrium rate of interest that automatically adjusts investment to 
saving is equally unreal. Many economists argue that saving does not 
necessarily lead to investment. Savings may be large although there 
is no proportionate demand for investment. On the other hand, 
savings may be insufficient for the volume of investment that can 
profitably be undertaken. Moreover, the mere volume of saving does 
not determine rates of interest because those who have saved may, in 
certain circumstances, prefer to keep their savings idle. 

Banks are thus largely absolved from the accusation that they are 
responsible for crises because they continue to grant credit in excess 
of the equilibrium demand and so interfere with a highly theoretical 
“ natural rate ” of interest which is conceived to ensure that investment 
will always be equilibrated with savings. Actually, it may be the duty 
of the banks to extend credit because the volume of savings offered for 
investment is insufficient to enable hitherto unemployed resources to 
be brought into employment. The volume of potential investment is 
a major factor in bringing about the required volume of savings, and 
banks -perform an essential function in enabling investment to take place 
whilst the necessary savings are being accumulated. 


Keynes’s Theory 

Keynes’s theory underlies most modem explanations of the trade 
cycle. The theory starts off with the concept of the marginal efficiency 
of capital , i.e., the relation between the prospective yield of a capital 
asset and its supply price. Investment is normally pushed to the point 
where the marginal efficiency of capital is equal to the current rate of 
interest. Keynes attached great importance to the fact that it is only the 
expectation of yield that the entrepreneur weighs against the rate of 
interest. He therefore made the marginal efficiency of capital depend 
on three factors : (1) the expected trend of prices (2) the element of 
risk in enterprise ; and (3) the existing stock of capital goods. 

Investors have to consider that investments made in the expectation 

of a 6 per cent, yield may turn out to yield only 2 per cent. When 

rising costs, production difficulties and changes in demand disappoint 

the expectations of business men, the values of existing capital goods 

fall and new investment is reduced. The greater the stock of capital, 

the greater the risk of capital redundancy and of consequent changes in 
yield from investment. 

The rate of interest is important not so much before the fall in 
marginal efficiency as afterwards. The uncertainty that prevails when 
expectations are disappointed brings about a desire to hold a higher 
proportion of assets in the form of cash ; i.e., there develops a “ higher 
liquidity-preference.” Uncertainty, in other words, increases the 
demand for money to hold , and so raises the rate of interest because of 
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increased unwillingness to lend. The fall in marginal efficiency below 
the current rate of interest is thus accentuated, and the decline in 
investment is aggravated. At this stage, a reduction in the rate of 
interest is neither easy nor adequate to restore confidence and to revive 
investment. 

Keynes, therefore, assigned great importance to a large and stable 
volume of new investment , especially in relation to the problem of long- 
period unemployment (which is marked during a depression and may 
persist after industry has begun to revive). This follows because the 
whole of the income distributed to the suppliers of the factors of 
production (i.e., landlords, workers, capitalists and entrepreneurs) is 
not spent on consumption goods. When employment increases, 
a gg re g ate incomes are increased. There is also an increase in 
aggregate consumption, but not to the same extent as the increase in 
income. The demand for consumption goods is in reality largely a 
replacement demand, i.e., most consumption goods (e.g., bread and 
shoes) are bought when previous stocks are used up. Moreover, 
consumption habits and the demand for consumption goods are fairly 
stable ; people individually do not suddenly start buying more bread, 
shoes, gramophones or tins of cocoa. Realizing this, producers of 
consumption goods normally base their production schedules on 
current demand, and, apart from technical changes that make produc¬ 
tion cheaper, such producers do not usually take the initiative in expand¬ 
ing production and are not primarily responsible for increasing incomes 
and employment. 

If a given increase in employment were devoted entirely to the 
manufacture of consumption goods, entrepreneurs would normally be 
left with unsold stocks, corresponding to the amount of the increased 
incomes not spent on consumption goods. They would make losses and 
a cumulative contraction of production would set in. The part of 
incomes that is saved must be balanced by current investment. Failing 
this, the sales of entrepreneurs will not justify the existing volume of 
employment, and employment will fall to the level where only enough 
is saved to balance the actual amount of investment. 

It is only new, and not existing, investment that can have the effect 
of increasing general incomes. If, for instance, the electrification of 
Britain’s railways were undertaken on a large scale, there would be a 
great increase in prosperity in engineering trades. More engineering 
workers would be employed ; they would buy more food and clothes ; 
activity in the consumers’ goods industries would increase ; employees 
in those industries would have more to spend ; and their expenditure, 
in turn, would benefit employers and workers in the industries that 
supply their wants. In other words, the new investment has a 
“ multiplier ” effect on incomes. But the multiplication of incomes will 
not proceed indefinitely ; for, as we saw, part of any increase in income 
is saved, and a new equilibrium will be reached with higher incomes 
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from which enough is being saved to finance the original investment. 
And the higher level of income will be justified by the increased 
productivity of the community as a result of the electrification schemes. 

In a rather technical sense, investment can never fall below savings, 
even if there is no new investment, because the amount that is saved 
instead of being invested will be balanced by involuntary investment in 
unsold stocks. If, for example, a manufacturer makes 10 cars, and 
£2,000 is distributed in incomes in the process, he would expect at 
least £2,000, or £200 per car, in return. If, however, £1,800 of the 
increase in incomes is spent and the rest is saved, savings will remain 
equal to investment, because the manufacturer will be forced to 
“ invest ” in the tenth car w hich remains unsold. But this is not new 
investment—no new incomes are distributed in the process. 

If the manufacturer expects that at the existing level of incomes 
he will not be able to sell more than 9 cars, he will make only 8 cars 
next year. But this action will cause employment and incomes to fall, 
and the manufacturer will probably not be able to sell 8 new cars as 
well as the old one still unsold. Employment will consequently fall 
further, and, if this happens throughout the system, the depression has 
begun. 

When the depression has persisted for some time, it eventually 
becomes impossible to postpone the renewal of capital goods. Surplus 
stocks (the holding of which, pending their liquidation, provides the 
involuntary investment by manufacturers and dealers) have by now been 
liquidated. These two factors together lead to a resumption of orders, 
which start employment and incomes on the upw r ard trend again. 

It is difficult to quarrel with Keynes’s general analysis. His views 
on interest rates have been criticized, but the validity of his exposition 
of the real (as opposed to the monetary) forces that generate industrial 
crises is generally accepted. Some critics argue that the concept of the 
marginal efficiency of capital depends on too many factors to be of 
much practical value ; and that there is not, in any case, sufficient 
proof of the tendency of the marginal efficiency of capital to decline 
with the growth in the aggregate quantity of capital assets. In fact, 
however, other influences, such as expectations of falling prices and 
higher risks, cause the marginal efficiency of capital to decline, and the 
concept itself, though theoretical, does at least indicate a possible line of 
attack on the theory of the trade cycle. 

Keynes’s analysis has much in common with the under-consumption 
theory. An unequal distribution of wealth undoubtedly leads to an 
insufficient demand for the products of industry. Unplanned invest¬ 
ment, on the other hand, depending largely on unco-ordinated 
expectations regarding the future, may give rise to very large fluctuations 
in the volume of investment. A consistently high level of consumption 
would do much to stabilize investment. If the demand for consumers’ 
goods is too low and it is found impracticable to stimulate investment 
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by direct means, the problem of unemployment and falling incomes can 
be attacked by stimulating consumption. In practice, Keynes's theory 
differs from the under-consumption theory mainly by its suggestion 
that, at a time when there is still much social advantage to be gained 
from increasing capital equipment, the emphasis should be placed on 
securing such an increase. The best solution, in Keynes's view, is to 
stabilize investment by governmental or other means while, at the same 
time, aiming at a high level of consumption. 


Methods of Controlling Trade Cycles 

The many theories put forward to explain the trade cycle suggest 
that the phenomena of expansion and recession are due to a variety 
of causes rather than to one single cause. Psychological and other 
factors both play their part, while monetary policy can undoubtedly 
exaggerate the swings of trade. Experience shows, too, that in a world 
closely linked by a network of trade, national frontiers are no barrier to 
trade fluctuations, and that international and not merely national action 
is necessary to mitigate the harmful effects of recurring depressions. 

As the imperfect anticipation of demand by producers has obviously 
an important bearing on the trade cycle, attempts have been made to 
provide more reliable statistical data on which business men may base 
their forecasts of the probable future course of trade and prices. The 
London and Cambridge Economic Service, the Exchange Telegraph 
Company and the Harvard Economic Services, for example, as well as 
the Government, supply comprehensive reports on general economic 
conditions and indices of various relevant statistics, such as bank 
clearings, loans and deposits, interest rates, total imports and exports, 
wholesale commodity prices, turnover and prices of stocks and 
shares, etc. 

As regards measures for the more direct control of credit, investment 
and employment, the matter is complicated not only by political issues, 
but also by the diversity of views on the immediate causes of industrial 
crises. The over-investment theorists, for instance, put their faith in 
the maintenance of interest rates high enough to check borrow¬ 
ing and consequent superfluous investment, whereas most other 
theorists would condemn such action as certain to cause stringency in 
business, under-development of natural resources and increased 
unemployment. 

Lowering rather than raising the rate of interest on loans has been 
widely advocated as a method of counteracting a recession in trade. 
History proves that banks can do much to avert a crisis by lending 
freely to traders involved in temporary difficulties, and that a restriction 
of credit tends merely to precipitate a crisis. But even those who regard 
monetary factors as the main cause of crises and subsequent depressions 
recognize that a lowering of the rate of interest and an easing of credit 
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constitute a two-edged weapon. Such action may afford temporary 
relief ; but it may encourage still further speculation, and result in 
a stock-exchange boom being superimposed on a production boom. 
This is what happened in the United States in 1929, where the mainten¬ 
ance of low interest rates led to continual inflation of share values and 
a subsequent collapse of the stock market. 

If, therefore, a policy of low interest rates is pursued, there must be 
careful discrimination between legitimate trading needs and borrowing 
for speculative purposes. Such discrimination is extremely difficult, 
and, even if carried out with the greatest care and correctness, may not 
go to the root of the problem. The trouble may be that, because of 
a shock to confidence, investment will not be undertaken, even if 
interest rates are lowered to the point where such investment would, in 
fact, be profitable. Once business confidence has been shaken, it takes 
a long time to revive, and lack of knowledge about future conditions 
may still impede investment. In such circumstances, the slump will go 
on, no matter how low interest rates may fall. 

The remedy seems to lie in a deliberate policy of State spending on 
capital goods at the time when private expenditure on such goods is 
beginning to decline. An increased Government demand for real 
resources at such a time helps to maintain the demand for resources as 
a whole and keeps employment and incomes more stable. In the same 
way, decreased Government expenditure during a period of trade 
activity lessens the competition for resources when other demands are 
sufficient, and avoids any addition to the forces making for undue rises 
in the prices of factors of production and commodities. The more the 
public chooses to save out of its income (which means that general 
demand for goods may become insufficient unless entrepreneurs invest 
an amount equivalent to the total savings, and this, as we have seen, 
they may be unwilling to do), the more the Government can spend in 
bad times without entering into competition for real resources with 
private producers. Moreover, the Government may be able to finance 
its expenditure by drawing on the excess savings, and so need not 
resort to inflationary borrowing. 

Similar policies could be pursued by large non-government organiza¬ 
tions such as engineering and shipping companies, while business firms 
in general could do much to smooth out fluctuations by pursuing more 
stable policies ; for example, by planning capital expenditure far ahead, 
by following a cautious dividend policy, by avoiding over-capitalization, 
and by using reserves accumulated in prosperous times to finance 
extensions and improvements in times of depression. 

It must be borne in mind, however, that when resources are already 
fully employed, crises may not be readily susceptible to control by 
means of increased Government expenditure on capital goods. Govern¬ 
ment expenditure designed to restore the profitability of investment (if, 
for any reason, there is not enough investment to absorb that part of 
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income which is not spent but is saved) may fulfil a useful purpose when 
resources are not fully employed. But when they are, more drastic steps 
may be called for, such as State direction of investment into certain 
channels ; for, as we have seen, activity in the producers’ trades 
fluctuates much more than activity in the consumers’ trades. 

To restore prosperity to the consumers’ trades may mean simply that 
orders for capital goods may be increased and investment proceed at 
a higher rate than is justified by the proportion in which the public 
chooses to save its income. When, therefore, resources are already fully 
employed, the production of capital goods can be expanded only by 
drawing resources away from the consumers’ trades. There will then 
be over-investment, not necessarily in Hayek’s sense, but simply in the 
sense of investments which are destined to disappoint the expectation 
in which they were made (because, for instance, of prices and profits 
falling as output increases, production difficulties, or changes in 
demand), or it may mean that certain types of capital goods are 
relatively too abundant. At this stage, saving is necessary in order to 
release resources for investment purposes. If at this stage not enough 
is being saved, the Government can raise the funds for expenditure 
designed to keep investment stable only by inflationary credit creation, 
and, if the banking system is later forced to curtail credit because of 
foreign exchange and balance-of-payments considerations, the crisis 
may not be averted at all. 

There is also the real danger that Government officials may not 
forecast requirements, especially as regards capital and those com¬ 
modities that enter into foreign trade, any more accurately than 
independent entrepreneurs. In free societies, an important practical 
consideration that limits State control of credit and investment 
is that effective action involves a partial damping down of activity on 
the up-grade of the trade cycle, and this action, in turn, requires great 
confidence by the business community and the workers in those 
responsible for Government economic policy. If this confidence is 
lacking, Government activity during the down-grade might not have 
the desired effect in inducing private undertakings to take a more 
optimistic view of investment prospects. On the other hand, co¬ 
ordination, and above all prompt action by departments in charge of 
governmental or municipal investment, should do much to reduce the 
wide discrepancies between supply and demand that arise because of 
imperfect co-operation between competing producers. 
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CHAPTER 31 

THE NECESSITY FOR STATE INTERFERENCE AND ITS 

FORMS 

The modem State (which embraces both central and local government) 
fills a most important position in the economic organism. In all com¬ 
munities, the maintenance of external defence and of internal law and 
order are functions that must be discharged for the benefit of the 
community generally and at the general expense of its members. 
These are the primary or protective functions of government ; they 
must be carried out as soon as a State can be said to exist and 
necessarily involve the secondary function of taxation and legislation. 
But as civilization and society progress, both socially and economically, 
the functions undertaken by the State increase in number, variety and 
complexity, while everywhere controversy reigns as to the extent to 
which the State should actively participate in and interfere with 
economic activity. 

For a long period in British history the supporters of Mercantilism 
were able to carry State interference with social and economic life to 
extreme limits. These conditions persisted until the Physiocratic 
doctrine of “ natural liberty ” and the appearance of Adam Smith’s 
Wealth of Nations in 1776 marked the beginning of a new era of 
freedom and of unhampered competition. But it soon became apparent 
that the unrestricted play of economic forces was as mischievous in 
some of its results as artificially controlled enterprise. The policy of 
non-interference or laissez faire led to the widespread evils of the 
factory system, to the sordid exploitation of the workers, and to the 
terrible oppression of the poorer classes. 

It came to be recognized that the State had duties other than the 
provision of an army, a navy, and police, and that defence of quite 
a different kind was necessary. The community must protect the 
economically weak against the economically strong, prevent the ex¬ 
ploitation of the poor by the rich, and fight the evils of poverty and 
disease, with their destructive effects upon the social and political 
order. Moreover, certain services of great utility to the community 
cannot be left to private enterprise because of their magnitude or the 
absence of monetary reward, e.g., parks and playing fields, elementary 
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schools, well-paved streets, good roads, public health and sanitation. 
Such services, by contributing to the health, welfare and efficiency of 
the people, materially affect the productiveness of the community as 
a whole. 

In the provision of such public services it is now generally agreed 
that State intervention is necessary, although much controversy exists 
as to the extent to which it should proceed. But the direct interference 
and activity of the Government in business spheres are subjects of 
acute controversy in most countries of the world. Should the State 
interfere with the free flow of goods between itself and other countries, 
as by exchange control, or the imposition of restrictive tariffs or by 
the payment of subsidies or bounties on exports ? Is the control of the 
postal services, of transport, of the mines, and, indeed, of industry 
generally, a reasonable and proper function of modern government ? 
How far is Government interference justified as between employer and 
employed, or as between consumer and monopolistic producer ? 
To what extent should the chosen representatives of a people interfere 
to regulate the productive activities of that people, and intervene to 
arrange a different distribution of wealth from that which results 
from the free play of economic forces ? 

The extension of State activity in the economic field has long been 
opposed and feared because of the possibility of inefficiency and abuse. 
Incompetence and absence of first-hand knowledge on the part of 
administrators, the well-known defects of bureaucracy and officialdom, 
and the innate objection of people generally to Government regulation 
and State interference with their natural freedom of thought and 
action, all point to the need for caution in the extension of State 
economic activity in any community. The guiding principle should be 
that the Government of the community is for the good of the governed, 
and the best criterion of State interference and of State expenditure in 
any form is whether it will directly or indirectly benefit the community 
as a whole. 

Productive State Activity 

Any State functions are justifiable if they are productive, i.e., if 
they are designed to develop or preserve the economic resources of the 
community, or if they are expected to give an adequate ultimate return 
on the capital invested. 

In this class is included State expenditure that would not be 
undertaken by private enterprise, either because of the magnitude of 
the undertaking or its uncertainty of success, or because the prospect 
of a low return to invested capital for a long period would not be 
attractive to the private investor. Examples are expenditure by the 
State on afforestation, as in Switzerland, Canada, and Britain ; on 
harbours and roadsteads, as in most sea-girt countries ; on the re¬ 
clamation of land, as in Holland and Germany ; and on the provision 
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of postal, telephone and wireless services, now undertaken by most 
Governments. 

Equally justifiable, although not so obviously productive, are those 
activities of the State which may be regarded as being directed to the 
conservation and development of the human resources of the community, 
and which private enterprise could not be relied on to institute or to 
undertake. This class includes State organization and promotion of 
educational facilities and of libraries, museums and art galleries for 
general education, pleasure and culture ; the control of public health 
and sanitation ; the regulation of factory conditions and the control of 
conditions of employment generally. All such functions may be 
expected to promote and to increase the general physical and mental 
well-being of the inhabitants of the community, and therefore in the 
long run to add to their general usefulness and productiveness as 
members of society. 

Nevertheless, there is necessarily a limit to the desirable annual 
expenditure on such matters, as an existing generation, which may 
already be heavily taxed and may not reap any of the resultant benefits, 
should not assume too great a burden of taxation for the benefit of 
generations to come. 


Unproductive State Activity 

Although much State activity and much public money are thus 
applied for purposes that are directly or indirectly productive, far 
greater effort and much greater sums are expended on functions that 
make no addition to material wealth and from which a return cannot be 
anticipated. The outstanding example is the expenditure of valuable 
effort and wealth on the armed forces, on armaments and on the conduct 
of war. 

In modern communities Government expenditure on armaments 
transcends in importance all other forms of unproductive outlay, but 
certain other forms cannot strictly be regarded as productive from the 
economic standpoint ; for example, Government outlay on the ad¬ 
ministration of justice, on the care of the mentally deficient, and on 
old age pensions. Nevertheless, all such functions tend to the greater 
well-being and security of the State, and in that respect they are 
economically justified because they lead to the greater happiness and 
efficiency of its inhabitants. 

The line of demarcation between productive and unproductive 

State interference is therefore not easy to define, but from an economic 

point of view we can say that no expenditure is justified, however 

productive it may be, if the imposition of the taxation necessary to 

raise the money tends to lessen the efficiency and productivity of the 

people to a greater extent than the gain expected to result from the 
outlay. 

R 
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Classification of State Activity 

The activities of central and local government authorities may be 
classified under the following headings :— 

1. Provision of External Defence and Internal Security.— 
This involves “ protecting the society from the violence and invasion 
of other independent societies,” and “ protecting, as far as possible, 
every member of the society from the injustice or oppression of 
every other member of it, or the duty of establishing an exact 
administration of justice.” 1 

2. Direct State Intervention in Business Affairs, as when 
the State itself undertakes productive enterprises, or assists private 
enterprise by regulation and control. 

3. Direct Social Activities of the State, which facilitate the 
conduct of business and increase the productiveness of the 
community. 

4. Public Finance, i.e., the provision and administration of 
revenue and the allocation and control of expenditure on the 
foregoing functions. (See Chapters 32-34.) 

PROVISION OF DEFENCE AND SECURITY 

The provision of defence entails, on the one hand, the withdrawal 
from productive activity of a large number of persons, including soldiers, 
sailors, airmen, and administrative officials. On the other hand, it 
necessitates the absorption of the energies of numerous workers in 
armament works, munition factories, dockyards, and so forth. Security 
is, of course, essential to economic progress, and State outlay to 
maintain that security is accordingly justified. 

Under the heading of security must be included also the State 
upkeep of the judiciary system and police, for the maintenance of 
internal peace and security and for the enforcement of justice and 
individual rights, so essential to the smooth and progressive working 
of the economic machine. 

DIRECT STATE INTERVENTION IN BUSINESS 

The guiding principles of economic activity in most communities 
are freedom of enterprise, the recognition of individual rights in 
property, and reliance on competition to secure a fair distribution of 
the product of industry among the various factors of production. 

In such conditions, the State generally does not intervene unless its 
laws are broken or unless its assistance is required to enforce the general 
principles of contract on which business transactions depend. 


1 Adam Smith, Wealth of Nations, Book V. I. i. and ii. 
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But as we have noticed, complete adherence to the policy of laissez 
faire has been found to be impracticable as society has progressed and 
a productive organization has become more complex. 

In various directions it has become necessary for the State to 
supplement or to regulate private enterprise and in some cases even 
to initiate enterprise or to assume the full ownership and control of 
existing undertakings. The chief cases where such intervention is 
justified are :— 

1. When the business is of a monopolistic nature , as in the case of 
various social monopolies such as railway, canal, postal and telegraph 
systems, and gas, electricity, water and urban transport under¬ 
takings. As such businesses involve much interference with private 
rights, and as competition therein is generally undesirable, if not 
impossible, they are best conducted by the central or local authority, 
or by corporations under direct government control. 

2. Where private enterprise would not be attracted , because 
of (a) the unremunerative nature of the undertaking, or (b) the 
absence of return for a considerable period. Included in this class 
are many of the so-called unproductive services, such as the care 
of general health and sanitation, particularly in relation to the 
housing of the working classes. Examples of the second class are 
railways and canals (such as those of Canada, France, Germany 
and Belgium), afforestation (e.g., Switzerland), the reclamation of 
land (as in Holland), and the provision of roads and bridges (as in 
most countries and particularly in new countries). 

3. Where the economically weak require protection , as in the case 
of workers who have been exploited in factories and workshops, 
particularly in the sweated industries. 

4. Where monopolistic combinations exploit the public. —Where, as 
has often happened in many countries, trusts and combines obtain 
monopolistic advantages and excessive profits at the expense of the 
community generally, legislation may be necessary to limit their 
activities. 

5. Where the consumer's interest may be prejudiced , as by 
adulterated foods, unsafe railways or tramways, and by the sale of 
drugs and intoxicants. Under this heading also may be included 
the provision of a sound currency and of a good system of weights 
and measures. 

6. Where State management and control are dictated by political 
or social as well as economic considerations .—Under this heading 
may be mentioned the manufacture of armaments and of war 
material generally, price-control, exchange control, import and 
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export licensing, and subsidization of industries (e.g., of bread¬ 
making, to ensure supplies and keep down the price of bread). 

We may, therefore, trace a gradual evolution and extension of 
the principle of State and municipal intervention in economic affairs : 
first, through the provision of facilities for general economic activity ; 
secondly, in the direct encouragement of certain forms of that activity ; 
thirdly, in the regulation of economic enterprise ; and finally, in the 
actual ownership and control of certain forms of productive enterprise. 
In the following paragraphs each of these forms of intervention is 
considered in the order given. 


State Functions that Facilitate Business 


A highly important means by which the State facilitates and 
encourages economic activity is by the institution and enforcement of 
laws relating to contract, without which business cannot proceed with 
satisfaction and security. As the community develops, improvements, 
extensions, alterations and codifications of such laws are necessary to 
facilitate the conduct of business. Certain requirements of form and 
substance are made compulsory, while the State may refuse to enforce 
contracts which are detrimental to one contracting party or to the 
general interests of the community. In certain cases, penalties are 
imposed and punishments inflicted to prevent abuses that interfere 
with or restrict economic activity. 

Of special importance from an economic standpoint are laws that 
govern the creation, constitution, control and liability of various forms 
of economic organization, e.g., partnerships, joint-stock companies, 
trusts, trade unions, professional bodies and friendly societies. The 
transaction of business by and with a registered company, for example, 
is facilitated by a clear understanding of the liabilities of promoters, 
directors, shareholders and auditors, while the community generally 
benefits from laws enforcing the publication and certification of com¬ 


pany balance-sheets and reports. 

In the same important class are laws relating to bankruptcy and 
insolvency, protecting the creditor against fraud and dishonesty on the 
one hand, and, on the other, giving the debtor an opportunity of 
making a fresh start in life ; and also laws concerning patents, trade 
marks and copyright, and those providing for arbitration and 


conciliation in industrial disputes. 

In more direct fashion the State facilitates economic activity by 
providing a sound and well-maintained currency and a system of 
weights and measures ; by undertaking the collection and compilation 
of economic statistics, and the publication of reports on industrial and 
commercial matters ; by obtaining information of economic conditions 
and markets in other countries through its various consular officers; 
by appointing commissions of enquiry into industrial questions ; by 
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promoting trade exhibitions both at home and abroad for advertising 
home trade and industry, and by conducting industrial research and 
experiments. 

The general aim of such activity is to assist private enterprise, and 
to open up fields for private enterprise by proving the future potenti¬ 
alities of certain products and industries, whether old or new. The 
important work of agricultural experimental stations in Britain is 
well-known. To these is due the establishment in this country of the 
beet sugar industry, the development of the cultivation of flax, and the 
instruction of British farmers on the advantages of certain new types 
and rotations of crops, new artificial manures and new breeds of cattle 
and sheep. In Britain, also, the Development Commission is responsible 
for afforestation and reclamation schemes, and for the encouragement 
of co-operation among small farmers. 


State Encouragement of Economic Activity 

Probably the most important method adopted by the State to foster 
economic activity at home is protection. This and other allied forms of 
State activity, discussed in Chapter 28, may greatly influence the 
production and distribution of wealth within a community, and 
markedly affect its economic and political relationships with other 
nations. 

An even more direct form of encouragement is that given to certain 
industries or in respect of certain products in the form of bounties , 
subsidies , and quotqt schemes. The main object of protection is to ensure 
a market for home products generally y and its object will not be success¬ 
ful if foreign competition is too strong or if home industries fail to 
thrive. On the other hand, bounties, subsidies and quota schemes are 
in their nature specific ; they aim directly at encouraging the develop¬ 
ment of certain industries or the manufacture of certain products by 
the payment of subsidies to manufacturers, or by State guarantee of 
the interest on the capital invested in the industries, or by State loans 
to specific industries at low rates of interest, or by limitation or pro¬ 
hibition of the import of competing commodities. Thus, the subsidizing 
of food production in Great Britain during and after the Second 
World War (involving an outlay, from State funds, of several hundred 
millions of pounds annually) had for its main objects : (1) stimulation 
of the production of essential foods ; (2) ensuring an adequate return 
to the producer of such foods ; and (3) pegging the selling price of 

certain essential foods so as to prevent the cost of living from rising 
steeply. 

While such intervention may be dictated by political considerations, 
it is difficult to justify it on economic grounds because it tends so 
seriously to interfere with the free play of competitive forces. 
Nevertheless, even Adam Smith, the great exponent of laissez faire } 
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had to admit that “ if any particular manufacture was necessary for the 
defence of society, it might not always be prudent to depend on our 
neighbours for the supply; and if such manufacture could not 
otherwise be supported at home, it might not be unreasonable that all 
other branches of industry should be taxed in order to support it. 
The bounties on the exportation of British-made sail-cloth and 
British-made gunpowder may perhaps both be vindicated on this 
principle.” 1 

The great objection to such State interference is that the subsidizing 
of certain industries may create vested interests, that the industries 
concerned may never become self-supporting and so may need State 
assistance for an indefinite period. Furthermore, the general principle 
of supporting certain industries while others are left to fend for 
themselves is a contravention of the canons both of economic theory 
and of equity. 


State Regulation of Economic Activity 

Generally speaking, the forms of State intervention discussed 
under the two preceding headings do not impose restrictions or 
limitations on the economic activity of individuals in the prevailing 
competitive system ; they tend rather to facilitate and to encourage 
that activity in whatever sphere it may exist. As we have noted, 
however, society has long recognized that competition cannot be left 
entirely unrestricted and unregulated without detrimental effects on 
some or all sections of the community. Again and again history has 
proclaimed that the policy of laissez faire results, in practice, in the 
exploitation of the poor and economically weak, and permits the 
“ survival of the fittest ” from the point of view of the possession of 
wealth only . 

Thus we find some of the most notable instances of State regulation, 
under the general heading of Factory Legislation , designed to secure 
for the workers reasonable hours, healthy working conditions, more 
satisfactory sanitary and ventilation arrangements, safeguards against 
accidents from machinery, explosives and (in the case of mines) fire¬ 
damp ; and to restrict the exploitation of women and children. There 
is also legislation to establish minimum rates of wages in certain 
trades ; to organize wages councils in industries (see Chapter 21), 
to ensure the safety of ships and their crews ; and to provide for the 
compulsory insurance of workers against poverty due to sickness, 

unemployment, accident and old age. 

Such measures raise the general standard of life and efficiency or 
the workers, protect them from unscrupulous employers, and save 
them from hardship arising from no fault of their own. 


1 Wealth of Nations, Book IV. v. 
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The interests of consumers are protected also by State regulation 
and control of the policy and working of enterprises which are in a 
position to exploit consumers or interfere with private rights, e.g., gas, 
water and electricity undertakings, railways, tramways, buses and 
postal services. In Great Britain, where these services are conducted 
by the State or local authorities, councils have been set up to watch 
the interests of consumers, e.g., the Air Transport Advisory Council, 
the Industrial Coal Consumers’ Council, the Domestic Coal Consumers’ 
Council and the Transport Tribunal. 

Other State regulations that protect the consumer are those that 
provide for the safety of railways, tramways, and bridges ; for the 
control of adulterated foods, drugs, explosives, and intoxicants ; for 
the inspection of weights and measures ; for the control of monopolies 
and restrictive marketing practices ; and for a proper standard of 
qualification and professional conduct in the important professions of 
medicine, dentistry and law. 

The system of bulk purchase and rationing of supplies of food and 
raw materials, the subsidization of essential foods, and the fixing of 
maximum prices for certain foods, are also examples of State 
intervention in economic matters. 

State regulation thus exists in various forms in every branch of 
economic activity. In the sphere of consumption , the interests of the 
consumer are protected in the many ways discussed in the preceding 
paragraphs. The State intervenes in production to protect the workers 
and the general interests of the community. In exchange , State activity 
is responsible for the provision of a sound currency and for the 
regulation of the charges for certain essential services. There are also 
numerous examples of Government control in the sale and distribution 
of food and of raw material, in the export and import of gold, and in the 
general mechanism of the foreign exchanges. Finally, in the department 
of distribution, State interference has resulted in the fixing of minimum 
rates of wages and in the institution of wages councils both designed 
to secure for the worker a greater share in the product for which he is 
jointly responsible ; in the passing of the Truck Acts , which are 
intended to prevent the worker from being deprived of some of the 
income to which he is entitled, by payments in kind instead of in 
money ; and in the use of the instrument of taxation,with the object 
of levelling standards of living as between different classes. 


State Ownership and Control 

Government intervention in economic activity reaches its final 
stage when the State completely supersedes private enterprise and 
assumes the ownership and control of productive organizations. 
During recent years there has been a pronounced tendency for this 
aspect of State activity to extend considerably, and in many countries 
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a demand has arisen, among the working classes more particularly; 

for collectivism, i.e., the nationalization of the means of production’ 
(See Chapter 22.) 

State and municipal control of economic concerns was for long 
confined chiefly to (a) such services as private enterprise cannot be 
expected to supply, either because of their unremunerative nature or 
because the return must be small and extended over a long period 
(e.g., afforestation) ; or to (&) enterprises of a monopolistic character 
which may be regulated, but in which regulation is sometimes so difficult 
as to cause the State or municipality to undertake complete control 
(e.g., urban transport, gas and electricity undertakings) ; or to 
(c) enterprises, such as the production of armaments, which are 
essential to the defence of the community. 

Generally speaking, such services and enterprises are efficiently 
conducted by public authorities, although it is a controversial question 
as to whether the undertakings would be more profitable and efficient 
if conducted as private concerns. Furthermore, it would seem that any 
considerable extension of State activity in these directions should take 
place only after a careful estimation of the usual disadvantages of 
Government control, such as the difficulty of selecting suitable 
organizers when political considerations and patronage intervene, the 
general slowness of action characteristic of public administration, 
and the inefficiency likely to result from the absence of competition, 
driving force, and the necessity of earning profits for the owners. 

In Britain, as we have seen, State enterprise now covers a wide 
range of undertakings, including postal services, coal-mining, gas and 
electricity supply, rail, road and canal transport, civil aviation, iron and 
steel production, cable services, wireless, and central banking (the Bank 
of England). 

DIRECT SOCIAL ACTIVITIES OF THE STATE 

It is difficult to draw a clear line of distinction between those 
activities of the State which are economic and those which have mainly 
a social bias, for most social activities exert an important influence on 
the economic activity and efficiency of the community. 

Provision of Educational Facilities 

Education embraces all efforts that are directed to the improvement 
of the knowledge, skill, intelligence and adaptability of the members of 
the community, young or old. Clearly, the development of the powers 
of the individual, and the dissemination of knowledge in all its forms— 
scientific, technical, commercial and professional—are of the greatest 
importance in increasing general efficiency and productivity, so the 
State does all in its power to provide and to foster educational facilities 
of all kinds within its boundaries. 
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The poorer classes of all countries suffer from the inequality of 
opportunity : most of them have neither the knowledge nor the 
power to raise themselves to higher levels, nor the opportunity of the 
richer classes to progress socially and materially. It is the great function 
of education to remove this disadvantage, and at the same time to add 
to the efficiency of those who are more fortunately situated. The 
benefits of education are cumulative in their effect and apply more to 
future than to present generations. Hence, the State must accept the 
task of promoting education, for it must take the long view ; it must 
aim at permanent prosperity and progress rather than at immediate 

gain- 

Closely allied with education is the provision by central and local 
governments of such social amenities as public libraries, museums and 
picture galleries, together with the maintenance and control of parks 
and places of historical interest. All of these are of great general 
benefit to the community, and tend to the uplifting and educating of 
the masses who have not the same educational advantages as those 
who are better off financially 


Care of Public Health and of Housing Conditions 

During recent years increased attention has been paid to the care 
of public health. The State and local authorities now co-operate to 
ensure efficient sanitation and water supply, adequate inspection of 
dwellings, notification and isolation of infectious diseases, vaccination 
and care of children, provision of free medical and dental services, and 
the general inspection of food. To the same end, the State controls 
the hours of labour, factory ventilation and sanitation, and the em¬ 
ployment of women and young persons. By such activities, the 
efficiency, health, conditions of life and general welfare of the working 
classes have been greatly improved and the death rate has markedly 
fallen. 

Health and efficiency have benefited, too, from State control of 
overcrowding, from town planning and the provision of better houses 
and small holdings for the working classes. 


Care of the Poor and Sick 

The care of the poor and unfortunate has long been recognized 
as a necessary State function. Assistance is rendered in various ways 
In this country, it includes the provision of institutions (where persons 
in need of assistance may be cared for under decent conditions) and of 
monetary help for the aged and needy. 

The system of granting assistance to the poor in this country has 
long been open to objection and has frequently been subject to abuse. 
Consequently, as is explained in Chapter 21, steps have been taken to 
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remove some of the fundamental causes of poverty by the extension of 
Social Insurance , by the institution of measures to reduce unemploy¬ 
ment, and by the establishment of organizations, such as wages councils, 
having for their object the establishment of minimum wages in industry 
and the safeguarding of conditions of employment. 



CHAPTER 32 


PUBLIC FINANCE AND TAXATION 

The many State activities reviewed in the preceding chapter entail 
considerable expenditure, and could not long be continued unless 
adequate funds were provided by the community which benefits by 
those activities. It is the function of that branch of economic science 
known as Public Finance to consider the ways in which such Govern¬ 
ment revenue is obtained ; to enquire into the theory and incidence of 
taxation, and to examine the methods employed in State and municipal 
borrowing. 

Because of the growth of the population, the increase of wealth, the 
progress of society, the expenditure of enormous effort and money on 
defence and war, the vast extension of public utilities and of public 
welfare schemes (e.g., libraries, baths, museums, playing fields and 
parks), and the great increase in social services, Government activity 
and expenditure have vastly increased in modern times and entailed 
a corresponding growth both in public revenue and in public 
borrowing. 


Classification of Public Expenditure 

Public expenditure is of two main kinds, national and local , according 
as it is incurred by the central government or by local authorities. 
The former includes expenditure on such general services as defence 
and the relief of the unemployed, while the latter refers to expenditure 
on services that are mainly of local interest and benefit, such as the 
supply of urban water, street lighting and sanitation. 

The tendency in modern communities is to delegate to local 
authorities the administration of matters and expenditure that chiefly 
concern local interests, while the State exercises general control so as to 
ensure uniformity, simplicity and economy. Where services carried 
out by local authorities are not exclusively for the benefit of a particular 
locality (e.g., the provision and maintenance of certain highways, of 
education and of the police services), the central authority usually retains 
a measure of control over their administration and contributes part of 
the cost. 

There are various methods of classifying public expenditure, but, 
conforming to the treatment of the general subject of State intervention 
in the preceding chapter, we have expenditure, first, on defence and 
security , internal and external ; secondly, on State economic activities or 
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commercial functions ; and thirdly, on State social activities. To these 
we must add expenditure on government and administration , including 
the cost of the legislature, the civil service, municipal administration, 
the Royal Family and its representatives ; and on debt services , involving 
the payment of interest on national and municipal debts, and on the 
necessary services connected with their administration. 

British National Expenditure 

In April every year, the British national accounts are reviewed by 
Parliament, when the Budget is submitted by the Chancellor of the 
Exchequer as the financial representative of the Government. The 
Budget contains an account of the expenditure and revenue during the 
previous financial year, and includes the Chancellor’s proposals for 
raising the revenue necessary to meet the estimated expenditure in the 
following year 

National expenditure falls under two main headings : (1) Con - 


EXPENDITURE OF THE UNITED KINGDOM, 1948-49 


(In Millions of £) 

ORDINARY EXPENDITURE 

Consolidated Fund Services 

Interest and Management of National Debt. . 

Payments to Northern Ireland Exchequer 
Other Consolidated Fund Services 

Total Consolidated Fund Services. . 


477.2 

32.3 

9.5 


619.0 


Supply Services 

Army Votes 
Navy Votes 
Air Votes 

Ministry of Supply (Defence). . 

Ministry of Defence 


346.7 

162.7 
186.9 

56.3 

.5 


Total Defence . . . . . . . . 753.1 


Civil Votes, excluding Ministry of Supply (Defence) 

Customs and Excise, Inland Revenue and Balance of Post Office Votes .. 


1,844.8 

35.8 


Total Supply Services 


Total Ordinary Expenditure 
Sinking Funds 


SELF-BALANCING EXPENDITURE 

Post Office Expenditure corresponding to Revenue. . 

Excess Profits Tax, Post-war Refunds (Part deducted for tax) 


2,633.7 


3,162.8 

22.8 


3,176.6 


152.7 

8.7 


Total Self-Balancing Expenditure . . 


161.4 
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solidated Fund Services , which are permanently authorized by Parlia¬ 
mentary authority and for which annual sanction is not required ; and 
(2) Supply Services , which are voted annually by the House of 
Commons, and are subject to such modification as may be decided 
after debate in the House. (See Table, page 516.) 


British Local Expenditure 

Most local activities partaking of the nature of public utilities are 
self-supporting (e.g., water and transport undertakings), while others 
(e.g., police and housing schemes) have to be supported by local 
revenue, usually with assistance from the central authority. 

A distinction is sometimes drawn between onerous and beneficial 


REVENUE OF THE UNITED KINGDOM, 1948-49 

(In Millions of £) 

ORDINARY REVENUE 


Inland 

Income Tax 

Sur-tax 

Death Duties 

Stamps 

Profits Tax 

Excess Profits 'Fax 

Other Inland Revenue Duties. . 

Special Contribution 


Customs 

Customs 

Excise 


Revenue 

. 1,367.5 

. 97.9 

. 177.1 

. 56.4 

. 199.1 

. 79.8 

. .7 

. 79.6 


2,058.1 


and Excise 

QOO 9 

• • •• •• •• •• V •• V • 

. 733.5 


1,566.7 


Motor Vehicle Duties . . .. . . . . . . . . . . . . 62.7 


Total Receipts from Taxes . . .. .. 3,667.6 

Sale of Surplus War Stores . . . . . . . . . . . . . . 99.6 

Surplus Receipts from Certain Trading Services . . . . . . . . 28.6 

Broadcast Receiving Licences. . .. .. .. .. .. .. 11.7 

Crown Lands . . . . . . . . . . . . . . . . . . .9 

Receipts from Sundry Loans .. .. .. .. .. .. .. 17.7 

Miscellaneous .. .. .. .. .. .. .. .. .. 180.6 


Total Ordinary Revenue . . .. . . 4,006.6 

SELF-BALANCING REVENUE 

Post Office Revenue .. .. .. .. .. .. .. .. 152.7 

Income 'Pax deducted from Excess Profits Tax, Post-war Refunds . . 8.7 


Total Self-Balancing Revenue . . . . 161.4 
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local expenditure. Onerous expenditure is that which is enforced by 
the central authority because it is in the public interest, e.g., expenditure 
on public health, the maintenance of police, and education. Beneficial 
expenditure is that undertaken mainly on local responsibility, and is 
followed by direct benefit to the local ratepayers; e.g., outlay on 
drainage, water supplies and street lighting. 

For a long period of years before the last war, local expenditure in 
Britain increased enormously as the functions and responsibilities of 
local authorities developed and extended, but in more recent times 
local public expenditure has tended to decrease as control of more 
public utility services has been taken over by the central Government. 

The distinction is, however, frequently difficult to define precisely. 
Such services as education are as beneficial locally as they are to the 
nation generally. An improved high road may not only be of first 
national importance, but also may confer great benefit on private and 
business persons living in the vicinity. Nevertheless, the distinction is 
recognized by the National Exchequer in making annual subventions 
or grants to local authorities to cover part of the so-called “ onerous ” 
expenditure. “ Equalization grants,*’ for instance, are distributed so 
that the amounts of the grants are in proportion to the needs of the 
respective areas and have regard to their capacity to bear the onerous 
expenditure : the greater the need and the lower the capacity, the 
larger the grant. 

The making of grants from national to local accounts has been the 
subject of widespread controversy. On the one hand, it is contended 
that there are limits to the form and amount of taxation which can be 
raised by a local authority, and that, if work of national importance 
has to be undertaken by such an authority, it should* be financially 
assisted by the central authority. Secondly, it is maintained that the 
system of subvention acts as a stimulus to the undertaking by local 
authorities of work of national importance, especially when they have 
not the financial means available or the initiative to undertake such 
activities. 

Grants to local authorities are also advocated on the ground that 
they reduce inequality of burden as between one district and another, 
that they enable a relatively poor district to obtain the advantages of 
such benefits as education and improved conditions of health, and 
that they permit an efficient, uniform and more directive control by 
the Government, so enabling centralized experience and expert 
knowledge to be applied for the benefit of all localities in the country. 

Objection is raised to the principle of subvention because it is said 
to encourage extravagance in local expenditure, over which there is 
little Parliamentary control and no guarantee of economy or of efficient 
administration. Furthermore, it is held that contributions should be 
avoided which are liable to be affected by parliamentary lobbying. 
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and cannot be arranged on an equitable basis as between one district 
and another. 

As in the discharge of many of their functions local authorities act 
mainly as agents for the central Government, financial assistance from 
the central Exchequer is clearly necessary. There is, however, little 
doubt that existing arrangements could be further co-ordinated to 
achieve greater efficiency and uniformity. Moreover, it is important to 
maintain a balance between local autonomy and control by the central 
Government, in the attainment of which much depends on the quality 
of the local administration and the degree of civic responsibility 
exhibited. 

Public Expenditure in Relation to Production and Distribution 

Public expenditure may have very important effects on production 
and on the distribution of the National Income. As we have seen, 
much of the activity of modern governments is directed to increasing 
the productivity of the community, while in many cases productive 
functions are undertaken by the State itself. We have seen, too, that 
the State may intervene to secure minimum rates of wages and to 
protect the worker generally against exploitation by unscrupulous 
employers. There are one or two further effects. 

Revenue raised by the taxation of one class in the community may 
be expended in the provision of goods, services and amenities which 
mostly benefit other classes, and possibly these only. Examples are 
expenditure on State education, school meals, municipal housing, and 
on social amenities generally. The greatest benefit of such services 
accrues to the poorest classes, although the greater part of their cost 
is obtained by taxation of more well-to-do grades of society. 

If such measures result in a more equitable distribution of the 
National Income and add to the general productivity of the com¬ 
munity, they are justified on both moral and economic grounds. The 
extension of such principles is, however, subject to great dangers. 
The classes that receive such assistance may diminish their efforts to 
save and to provide on their own behalf, while the classes deprived of 
savings by heavy taxation may find less incentive to accumulate wealth, 
and consequently decrease the supply of that capital which is of such 
importance to a progressive and productive community. Moreover, 
the psychological effects of such redistribution on the minds of pro¬ 
ducers may so discourage enterprise as to diminish seriously the amount 
of wealth produced, and may thus lower general welfare by causing an 
all-round fall in the standard of living. 

Public Revenue 

In normal times, a progressive community tries to meet its annual 
expenditure out of its annual income, which it obtains chiefly by 
taxation , and from certain smaller revenues such as those detailed 
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below. Few modem States, however, “ live within their incomes/' 
In order to cover deficits and extraordinary expenditure (e.g., on war) 
most States resort to various forms of borrowing (see Chapter 34). 

Classification of Public Revenue 

The more usual permanent revenues of a modem community 
may be classified as follows :— 

1. Regular Revenues, including 

(a) Revenues from State Ownership of land, buildings, and 
productive undertakings ; e.g., from postal services, railways, 
canals, docks, collieries, airlines, Crown lands, and housing 
schemes. 

( b ) Revenues from Private Incomes , including taxation in all 
its forms, and fees for non-economic services such as the issue 
of gun and marriage licences. 

2. Irregular Revenues, including items such as fines, penalties, 
gifts, indemnities, escheats and forfeitures. 

The revenues obtained from State ownership are the result of 
direct economic charges on specific persons for services rendered, e.g., 
for the transmission of letters, parcels and telegrams, for the conveyance 
of persons or of goods by rail and road, and for the hire of land or 
buildings. In such cases, the State occupies a position little different 
from that of a private concern, and, generally speaking, the charges are 
based on an economic estimate of the value or benefit of the service 
provided. If the charges are higher than they would be if the services 
were competitively supplied, they contain an element of tax. 

The various forms of irregular revenue are also specific ; they are 
imposed on and obtained from particular persons in consequence of the 
peculiar relationship of those persons to the State in its legal and 
authoritative capacity. The revenue derived from taxation is in quite 
a different category. 

British National Revenue 

The figures of the national expenditure of the United Kingdom for 
the financial year 1948-49, given earlier in this Chapter, may be 
studied in conjunction with the figures of national revenue for the 
same year given on p. 517. The figures indicate the various sources 
from which the national revenue is derived, and the relative importance 
of those sources. 


PRINCIPLES OF TAXATION 


Taxes are levied on practically all persons in the community 
to cover the cost of services rendered by the State for the benefit 
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of the community generally. They differ from the specific revenues 
previously described in that they are exacted for benefits which cannot 
be traced to particular individuals , but which are assumed to be equally 
beneficial to all individuals in the community. Consequently we may 
define a tax as a compulsory contribution made to government , under 
stated conditions, and not in return for a specific service rendered. 
If a person wishes to carry a gun or to keep a dog, the State decrees 
that he shall pay a licence for the privilege. But no specific service is 
rendered by the State in connection with the gun or dog. 

Again, eveiyone who uses tea or sugar contributes in the price 
paid a certain proportion to the revenue of the State, but this contri¬ 
bution has no reference to any specific service rendered by the State, 
and the tax is not intended to apply to any specific individual or in¬ 
dividuals. The money is required and is applied for the general 
purposes of the community, and (with a few exceptions) is demanded 
from all who live within its boundaries. 

Classes of Taxes 

There are various classes of taxes. Proportional taxes are those 
which vary in direct proportion to the value of the income or property 
taxed, e.g., a general income tax of so much in the £ ; and import 
duties that are directly proportional to the weight or value of the 
commodity taxed. 

Progressive taxes are those the rate of which increases with the 
increase in the clear net income of the payer or clear annual value of 
the property taxed. The theory of progressive taxation is that the tax 
should demand a proportional sacrifice from all persons who contribute. 
In practice this system is applied by levying increased rates of tax on 
incomes that fall between certain increasing limits. 

Regressive taxes are those the rate of which diminishes with the 
increase in the value of the taxed property or income. In other words, 
smaller incomes are taxed at a higher rate than larger incomes. Indirect 
taxes on necessaries or semi-luxuries are regressive because they take 
proportionately more from lower than from higher incomes. 

Degressive taxes involve the taxation of larger incomes at a higher 
rate than smaller incomes, but they differ from progressive taxes in 
that the sacrifice entailed may be less than proportional ; i.e., the tax 
on the larger income may mean a lower relative sacrifice than the tax 
on the smaller income. 

Rates are a form of tax levied by local authorities to defray local 
expenditure. They are assessed as a direct charge on the annual value 
of real property (i.e., land and buildings), whereas taxes may be levied 
directly on either real or personal property (i.e., movable goods or 
chattels) and may be reckoned on the annual or capital value of such 
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property. Rates vary in amount according to the locality in which the 
property is situated, whereas national taxes apply uniformly throughout 
the community. 

“ A direct tax is one which is demanded from the very persons who, 
it is intended or desired, should pay it.” 1 The income tax is such 
a tax, for, as a rule, it is borne by the person from whom it is 
demanded, and that person cannot recoup himself from anyone else. 
Other examples are death duties, stamp duties, and licence duties for 
dogs, wireless sets, motor cars and guns. 

Indirect taxes are those which are demanded from one person in 
the expectation and intention that he shall indemnify himself at the 
expense of another.” 1 Most import duties fall within this category, 
e.g., duties on sugar, tea, and tobacco. Paid in the first place by the 
importer, they are ultimately borne by the consumer in higher prices 
for the commodities taxed. Similarly, purchase taxes are first paid by 
the merchant or manufacturer but are ultimately borne by the consumer. 

The distinction between direct and indirect taxes will be more 
clearly understood after the question of incidence has been discussed. 
(See Chapter 33.) 


Adam Smith’s Canons of Taxation 

As the raising of revenue by taxation has important economic 
effects on the community, a taxation system should be so framed as to 
cause as little disturbance as possible to economic activity and productive 
efficiency. In this regard, the four following guiding principles or 
“ canons ” laid down nearly two hundred years ago by Adam Smith 
in his Wealth of Nations * are still fundamentally sound :— 

1 . Equality. —“ The subjects of every State ought to contribute 
towards the support of the government , as nearly as possible in proportion 
to their respective abilities ; that is y in proportion to the revenue which 
they respectively enjoy under the protection of the State. ... In the 
observation or neglect of this maxim consists what is called the equality 
or inequality of taxation.” 

“ Equality ” here means equality of sacrifice , and not necessarily of 
the amount paid. Most discussion concerning taxation centres around 
the best method of ensuring equal sacrifice, or equity , a word which 

more clearly expresses the conception. 

The principle of equality is sometimes called the political or ethical 
principle of taxation, in contradistinction to the six administrative 
principles or precepts , Nos. 2-7 below. 

1 J. S. Mill, Principles of Political Economy, Book V. ill. i. 

* Book V., Chap. it. ii. 
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2. Certainty. —“ The tax which each individual is bound to pay , 
ought to be certain , and not arbitrary. The time of payment , the manner 
of payment , the quantity to be paid , ought all to be clear and plain to the 
contributor , and to every other person .” 

To meet this requirement a tax should be such that the taxpayer 
can know certainly and without difficulty how r much he will be called 
upon to pay, so that he can if necessary adjust his expenditure accord¬ 
ingly. Furthermore, it should be certain from the point of view of the 
State ; i.e., the Government should be able to estimate with a fair 
degree of accuracy the probable yield of a tax and the time when the 
funds derived therefrom will be at its disposal. 

Certainty, therefore, implies adequate publicity, and also the 
elimination of any element of speculation by the exercise of ordinary 
care on the part of the Government. It also involves an absence of 
arbitrary exaction, either by the State itself or those responsible for 
tax collection, and so an avoidance of the economic waste inseparable 
from an irregular or uncertain system. The publicity and discussion 
given to the Budget proposals in the British system of taxation and the 
necessity for obtaining Parliamentary sanction are guarantees of the 
certainty of the taxes imposed. 

The phrase “ an old tax is no tax ” admirably expresses the 
advantages of a tax which is well known and provided for in the 
monetary calculations of business men and of private individuals. 
The community cannot immediately adapt itself to a new tax, and, even 
though such a tax is quite equitable, much inconvenience and inequity 
may be caused in the adjustment. On the other hand, an old tax, 
though inequitable, may be convenient because the community has 
adjusted itself to it. 

3. Convenience.— “ Every tax ought to be levied at the time , or in 
the manner , in which it is most likely to be convenient for the contributor 
to pay it." A tax on the rent of land or of houses, payable at the time 
when such rents are usually paid, is levied at the time when it is most 
likely to be convenient for the contributor to pay ; or when he is most 
likely to have the wherewithal to pay. A convenient tax is justified on 
the grounds of productivity and good government, and also from the 
point of view of the taxpayer. The greater the convenience, the less 
the waste of time and of resources involved in the collection and 
payment. Taxes on commodities usually conform to this requirement 
because they are paid in very small amounts in the price paid by the 
consumer, and are consequently not noticed at the time of payment. 
Taxes on luxuries are specially convenient because the consumer may 
choose the time and manner of his expenditure on such articles. The 
British “ Pay-As-You-Earn ” system of collecting income tax from 
wages and salaries at the time such incomes are paid conforms with this 
canon and also with the canons of certainty and economy. 
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4. Economy. —“ Every tax ought to be so contrived as both to take 
out and to keep out of the pockets of the people as little as possible over and 
above what it brings into the public treasury of the State.” 

To conform with this principle, a tax should be so levied that as 
much of it as possible is received by the State for state service, with 
the least possible cost of collection and administration and the least 
possible economic disadvantage to the taxpayer and to the community. 
In other words, the cost of collection and the loss to the individual and 
to the community should be small in proportion to the proceeds. 
Taxes break this rule if a large and expensive staff is required for their 
collection and supervision, or if they impose restrictions on trade and 
industry, or if they cause unnecessary vexation to payers, or if third 
parties benefit from the tax. 

The last condition may arise in the case of a tax on raw material 
rather than on the manufactured commodity ; first, because each 
middleman tends to add a certain proportion of profit to the price he 
pays, and that price may include the amount of the tax ; secondly, 
because a greater outlay of capital and interest is required at each 
stage to cover the tax previously paid. Third parties also benefit if the 
proportion of tax that should equitably be applied to a given article is 
smaller than the usual business fractional price, for then the nearest £d. 
or Id. per article may be charged, to the detriment of the consumer. 

Taxes on commodities that are detrimental to consumers (e.g., drugs 
and alcoholic liquors) are economical because they not only perform 
a useful social service in discouraging detrimental and unproductive 
expenditure, but also yield a revenue at the same time. 

The canon of economy implies also adherence to the general 
economic principle that a tax should interfere as little as possible with 
the productive activities and general efficiency of the community. 
Taxation is uneconomical if it aims at securing a maximum revenue 
without allowing sufficiently for its effects on national productivity. 
A tax should not check the growth of capital or cause it to emigrate to 

other countries. . 

The system of storing imported taxable goods in bonded ware¬ 
houses under Government supervision tends not only to greater con¬ 
venience for traders but also to an economy in expense, for interest 
on the tax payment is saved by the importer from the time of arrival o 

the goods to the time of removal from bond. 

Further Principles of Taxation 

Three further principles for a good system of taxation may be 
added to the four canons laid down by Adam Smith, viz. : 

5. Productivity. —From the point of view of Government, a tax 
should produce sufficient revenue to justify its imposition. Hence, one 
large tax known to be productive is to be preferred to several sma 
taxes that involve much time and expense in collection. 
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This principle led Adam Smith to advocate the reform of the con¬ 
fused multitude of British customs duties afterwards carried into effect. 
It is, however, sometimes contended that the principle of concentration 
has been carried to excess in this country, and that the burden of 
indirect taxes has been accentuated by its imposition on a few rather 
than on a large number of commodities. 

6. Elasticity. —The system of taxation should include some taxes 
that permit an increase in rate and yield to meet exceptional demands 
for revenue, without reducing the incentive to production or 
necessitating an increase in expenditure on administration. The 
British Income Tax is a good example of an elastic tax, and its ad¬ 
vantages in this respect have been exploited on many occasions to meet 
heavy exceptional expenditure (e.g., on war). Taxes on commodities 
(other than necessaries) are not usually elastic, because they tend to 
reduce demand for the commodities and so to reduce the total yield. 

7. Simplicity. —The system of taxation should be simple, revealing 
plainly and intelligibly to the common understanding what revenue is 
required and how that revenue is to be obtained from the people. 


The Political or Ethical Principle 

The most important principle to be observed in any system of 
taxation is that of the equality or justice of the burden imposed on each 
individual. The functions of government are conducted for the benefit 
of all members of the community, and it is reasonable that each member 
should contribute a fair proportion of the cost of those functions. 
If all incomes were equal, and individual circumstances much the same, 
a reasonably fair tax system would exact the Same monetary contribution 
from each person. But in a modern community great inequalities exist 
both in relative incomes and in relative circumstances. Consequently, 
much difficulty and controversy have arisen in regard to the method of 
securing equality and justice, and several theories have been propounded 
and applied with this object. 


The Benefit or “ Quid Pro Quo ” Theory 

One of the earliest conceptions regarding taxation was that the 
contribution exacted from each person should be proportionate to the 
benefits, such as protection and justice, derived by that person from 
the State. A tax was regarded as a payment made by each individual in 
return for benefits received from government. The idea may have 
originated in the period when feudal services due to the king or overlord 
were commuted for a money payment, but it is clearly inapplicable to 
modem conditions and leads to absurd conclusions. It is obviously 
unjust and impracticable to demand the heaviest contribution from the 
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weakest members of society, who benefit most from the protection and 
security afforded by government. Moreover, if benefit derived is to be 
measured in proportion to the possession of real property, the holder 
of large estates should obviously contribute most. 

It is clearly impossible to state what proportion of the benefits of 
government accrue to particular individuals, so the “ Quid Pro Quo ” 
Theory is of little importance in modern national finance. Its effects 
may be traced, however, in the system of local rating, where individual 
contribution is demanded according to the value and size of a house, 
which standards are regarded as indicative of the relative benefit 
received from local government. 


The Principle of Proportionate Taxation 

Although Adam Smith’s general conception of ability to pay may 
be accepted as sound, consideration shows that ability in this respect 
cannot be judged merely by monetary income. If, for example, one-fifth 
of all incomes were taken by the State, a person earning £10 per week 
would contribute £2, while a workman earning 50s. would be called 
on to pay 10s., although the sacrifice in the latter case appears much 
greater than in the former. The ability to pay of a man with a large 
family is not the same as that of a bachelor with the same income. 
Other inequalities arise because of differences in real as compared with 
actual earnings, due to the various factors discussed in Chapter 18. 


The Principle of Equality of Sacrifice 

The objections to a purely proportionate system led J. Stuart Mill 
and other writers to seek some principle that would ensure equality of 
sacrifice from all taxpayers. Mill, for example, states : “ Equality of 
taxation as a maxim of politics means equality of sacrifice. It means 
apportioning the contribution of each person towards the expenses of 
government so that he shall feel neither more nor less inconvenience 
from his share of the payment than every other person experiences 
from his .” 1 But Mill’s suggestion that a minimum income should be 
exempt from tax, while all incomes above this should contribute in 
proportion, did not go far towards attaining equality, although it 
involved a certain slight progression in the amount of tax as the income 
increased. This principle of progression is now recognized as a 
necessary attribute of any sound fiscal system. 

Mill’s contribution to the theory of taxation is important in that he 
emphasized the necessity for equality of sacrifice. Despite the difficulty 
of applying the idea in practice, it is now widely accepted that taxation 
should involve a proportional real sacrifice from all members of the 


1 Principles of Political Economy , Book V., II. ii. 
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community, i.e., that, after payment of taxes, taxpayers should be 
left in the same relative positions as they were before. 

The Progressive Principle 

In estimating relative sacrifice for taxation purposes, three broad 
assumptions are made, viz. : (1) that incomes of the same amount have 
the same utility to different individuals ; (2) that, as income increases, 
the utility of each addition to income diminishes, and the amount spent 
on luxuries tends to increase ; and (3) that expenditure on necessaries 
is more vital to welfare than expenditure on luxuries. 

These assumptions are usually accepted as constituting the justi¬ 
fication for a progressive tax system , in which the essential features are 
the exemption of a minimum income ; the granting of allowances or 
rebates for a wife, children and dependants ; and taxation of incomes 
above the minimum at increasing rates. The basic idea is that as, after 
a certain point, successive increments of income bring diminishing 
utility, rates of taxation that increase as income increases involve a less 
degree of sacrifice. Moreover, as the rich man is regarded as valuing 
additional income less than the poor man, the loss of utility to the rich 
man resulting from higher tax payments is thought to be outweighed 
by the benefits that his higher tax payments enable the State to provide 
for the poor. In other words, the total welfare of the community is 
considered to be increased by a reduction in the inequalities of income, 
i.e., by taxing the rich at higher rates than the poor. 

The difficulty in applying the progressive principle in practice lies 
in framing a scheme that will involve equal sacrifices from all taxpayers. 
By what standard are relatives sacrifices to be judged ? Even if we 
accept the broad view that equal incomes bring equal utility to different 
persons, it is very difficult to make allowances for the psychological 
factors involved in the idea of sacrifice, and obviously impossible to 
devise a perfectly equitable basis. Furthermore, the system of pro¬ 
gression may be subject to abuse ; it may be applied to confiscate the 
savings of capitalists and producers and so prove detrimental to saving 
and to production generally, while it may lead to the transfer of capital 
to countries with lower taxes. 

Some economists maintain that progressive taxation cannot be 
justified purely on economic grounds. They argue that welfare , or 
happiness, is a subjective state which cannot be measured. It may be 
highly desirable, for social reasons, to diminish the inequality of 
incomes, but that is no ground for saying that welfare will be increased ; 
for while inequality is susceptible of measurement, welfare is not. The 
chagrin experienced by the rich in paying out a large proportion of their 
income might conceivably outweigh the pleasure experienced by the 
poor in receiving the consequent benefits. But there is no scientific 
proof of the contention that more equality leads to a greater welfare. 

Progressive taxation is usually justified on the ground that according 
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to the Law of Diminishing Marginal Utility, a pound is of more 
utility to a poor man than to a rich man. But it is doubtful whether 
such a conclusion can be validly drawn from that law. Money does 
not represent one good, but goods in general , and, as human wants in 
general are unlimited, it may be questioned whether a wealthy person 
does require additional pounds less and less. His desire for additional 
income may even increase as his income increases; e.g., if he decides to 
move in a higher social circle and so extends his necessary wants. 

From a scientific standpoint, any attempt to measure the satisfaction 
derived by two persons from their respective incomes is doomed to 
failure because there is no basis for measuring satisfaction. The con¬ 
tentions used to support progressive taxation are based on ideas of 
justice. But Economics, as a science, deals with what is capable of proof 
or disproof, and cannot be used to support a practice of which the rights 
and wrongs are matters of opinion. 

The Financial Principle 

The purely proportional system of taxation is sometimes advocated 
on financial grounds alone. It is maintained that taxation should be 
concerned solely with the raising of money for public expenditure, and 
should not be concerned with principles of equity or ability to pay ; 
that the aim of the taxgatherer should be to obtain the required revenue 
with as little trouble and discontent to the public as possible. On this 
view, each person should be required to pay in proportion to his income, 
and the wealthy should pay more than the poor to the extent that their 
incomes are greater, but to that extent only. Such a system would leave 
undisturbed the existing distribution of incomes between various classes 
and also the relative financial positions of different individuals. 

A similar financial principle is that which is sometimes described 
as the “ Cynical ” Theory of taxation, based on the maxim attributed 
to the French minister Colbert, “ pluck the goose with as little squealing 
as possible.” According to this principle, a tax can be regarded as 
good if it brings in a large net revenue without causing too much 
protest from taxpayers generally, or at least from those who have 
political power and influence. 

Although this principle is rarely given direct expression, it never¬ 
theless lies at the root of modern methods of tax imposition and 
adjustment. Finance ministers usually follow the line of least resistance, 
and the high proportion of indirect taxes in modem taxation systems 
can be attributed to the desire to limit opposition as much as possible. 

The Faculty Theory 

This theory is based on the principle that the subjects of a State 
should contribute to its revenues in proportion to their “ faculty ” or 
ability to pay, faculty being judged by the monetary value of each 
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person’s taxable capacity, so that wealthy persons should contribute 
most because they have most available. 

Even where this general principle is accepted, however, there is no 
unanimity as to how faculty or ability to pay is to be measured. Various 
standards of measurement have been suggested, such as consumption, 
property, and income. The first of these is obviously unjust, as the 
consumption of the poorer classes is out of proportion to their ability 
to contribute to State expenditure. Property, also, is an inequitable 
basis. Property differs greatly in productiveness ; many people with 
little property have large incomes and a greater ability to pay than 
people with much property but small incomes, as in the case of 
landowners in Britain. 

Income offers the best standard of ability to pay, and is the measure¬ 
ment usually adopted in modern communities, subject to modifications 
and allowances designed to meet the fact that the utility of incomes 
varies according to the circumstances and domestic or family re¬ 
sponsibilities of the receiver. The modern conception of the Faculty 
Theory allows for the exemption of a certain minimum on the economic 
grounds that “ taxation which diminishes the general efficiency of 
labour diminishes the whole faculty of the State ” (Nicholson). The 
system of progression is also advocated on the ground that the wealthier 
classes have the power to pay more than the poorer classes. An essential 
of the theory is its conception of the faculty to pay of the community 
as a whole : it implies that taxation should not interfere with the 
productivity of the community by so reducing profits as to lo\ver the 
incentive to enterprise or by so reducing interest as to lower the incentive 
to accumulation, and thus favour the emigration of capital. 

The Faculty Theory offers no perfectly equitable standard ; but it 

is obvious that any system of graduation must, in some measure, be 
arbitrary. 

The Social Principle 

Many people who are dissatisfied with the distribution of wealth 
contend that taxation should be applied for social as well as financial 
objects, i.e., to achieve certain social aims as well as to provide revenue, 
and more especially to reduce the inequality of incomes and bring 
about a more equal distribution of wealth as between rich and poor. 
1 he attainment of this object necessarily involves the taxation of the 
wealthier classes more than in proportion to their incomes, possibly 
more than in proportion to their faculty to pay. 

Taxation on such principles cannot be supported on the grounds of 
equity or productiveness, for any such arbitrary exactions are likely to 
reduce saving, discourage thrift, drive capital abroad, and so interfere 
with production and economic progress. Furthermore, it is debatable 
whether the redistribution of wealth and of income is a function that 
should be undertaken by Government. 
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Taxation for Regulating Consumption 

Taxation is frequently advocated and adopted with the object of 
regulating and restricting the consumption of such commodities as 
drugs, alcoholic drinks and luxuries. While, however, the original aim 
of such taxes might have been moral rather than economic and financial, 
they are now among the most productive to the Exchequer. They 
comply admirably with the requisite of economy, not only by effecting 
a social service, but also by providing a revenue. 

Practical Application of Taxation Principles 

It is clearly impossible to frame any system of taxation that will 
conform to all the principles mentioned, or to devise a single tax that 
would be satisfactory from the point of view of both taxpayer and 
Exchequer. 

All modern States, therefore, depend for their revenue on a mixed 
system of taxation, including both direct and indirect taxes distributed 
on property, income, and consumption. While the enormous ex¬ 
penditure of modem governments necessarily places great importance 
on the principle of productiveness, the canons of equity and of economy 
(in its widest sense) cannot be disregarded. Justice between the various 
classes is essential so far as it can be attained, and taxation that conforms 
to the general principle of equity is to be favoured even though it may 
not yield the maximum economic benefit. Nevertheless, it is not 
possible to devise any system that will satisfy all classes and individuals 
in the multitude of different circumstances that exist in modern society. 
There are always some cases on which the burden presses more heavily 
than on others. Hence, the best tax systems are based on no one prin¬ 
ciple ; they are a compromise between a number of systems and have 
been devised as the result of long experience and careful consideration 
of the peculiar needs of the community concerned. 



CHAPTER 33 


THE INCIDENCE OF TAXATION 

In discussing the incidence of taxation we seek to determine by 
whom the taxes imposed by government are ultimately borne. 
We know, for example, that although the import duty on cigars is paid 
in the first place by the importer, it is ultimately borne by the consumer, 
who pays tax in respect of each cigar he buys. In technical language 
we say that the impact of the tax is upon the importer, whereas the 
incidence is upon the consumer. The impact of a tax is, therefore, 
upon the person from whom the tax is collected, whereas the incidence 
is upon the person by whom the impost is eventually borne. 

The process by which the burden of a tax is transferred from one 
person to another (as from the importer to the consumer in the case 
of cigars) is generally referred to as the shifting of a tax. A careful 
appreciation of the shifting process in respect of any tax is absolutely 
essential to a full conception of its incidence. Furthermore, we must 
observe that the ultimate effects of a tax may be to exact from the 
bearer of its incidence a greater amount than is obtained in the first 
place by the State ; in the process of shifting from person to person 
minute additions may be made to the amount of the tax that is strictly 
payable. This may arise because a middleman who has paid the 
necessary duty expects to be recompensed for loss of interest on the 
capital advanced ; or because the amount of tax on an article usually 
sold singly to consumers may be less than the division of money used 
in the type of business, and accordingly the next higher unit is charged. 
For example, if a tax on bread came to one-eighth of a penny a loaf, 
some bakers may (in the absence of effective price control) for a time 
at least demand an extra farthing. 

Direct and Indirect Taxes Compared 

A direct tax is one whose impact and incidence are upon the same 
person, that person being the one upon whom the tax is actually 
levied by the State. On the other hand, a tax is indirect when its 
impact and incidence are upon different persons, as in the case of the 
duty on cigars. Sometimes, a tax intended to be direct is subject to 
a certain amount of shifting and becomes indirect. For example, 
income tax is a direct tax intended by the State to be paid out of the 
income of the person on whom it is imposed. But some people 
maintain that additions to cover income tax are made by business men 
to their charges for services and commodities. (See page 535.) 

A tax is not indirect merely because it is collected from one person 
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who pays on behalf of another. Thus, the fact that income tax is 
deducted by companies from dividends paid by them, and by em¬ 
ployers from wages paid by them, does not make the tax indirect. 
The company or employer who deducts the tax pays the amount to 
the collector of taxes and merely acts as agent for the collector and 
for the person bearing the tax. The arrangement is convenient and 
economical for the Government, and is at the same time a safeguard 
against evasion. 

Most tax systems include both direct and indirect taxes. As a rule, 
the former are imposed on income, house property, land and estates 
passing at death, while the latter are chiefly taxes on commodities, e.g., 
purchase taxes, and customs and excise duties. The aim is to use both 
forms in such proportions that the disadvantages of one are to some 
extent offset by the advantages of the other. 

Advantages of Direct Taxes 

1. Economy. —The cost of collection is low, and as the tax 
is paid direct to the State by the taxpayer or his agent little wastage 
is incurred, and the sum received is approximately that demanded. 

2. Certainty. —The taxpayer knows exactly what he is 
expected to pay, while the State is able to estimate the yield fairly 
accurately, and to adjust its finances accordingly. 

3. Equity. —The incidence of a direct tax is not difficult to 
judge, and as a general rule may be assumed to be on the person 
taxed. Furthermore, direct taxation permits of a reasonably just 
system of progression, and also of certain adjustments to meet 
individual circumstances. 

4. Elasticity. —Direct taxes are very elastic, as is illustrated 
by the British Income Tax, which has been altered many times to 
meet the requirements of the Exchequer. 

5. Social Effect. —In paying a direct tax the payers are made 
to feel that they contribute in person to the National Exchequer. 
Consequently their civic consciousness is developed, and they take 
an intelligent interest in the spending of the national revenue to 
which they have contributed. 

Disadvantages of Direct Taxes 

1. Inconvenience. —Direct taxes involve some inconvenience 
to the taxpayer, in the keeping of records and in the compilation of 
forms and returns. Furthermore, the payment of direct taxes in 
considerable sums at certain times is not as convenient as the 
continuous payment of very small amounts in indirect taxes on 
articles of consumption. Many people prefer to be taxed “ in the 
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dark ” ; they unhesitatingly pay a small tax included in the selling 
price of a commodity, whereas few persons welcome having to pay 
out large sums in income tax or rates. 

Income Tax, the most important direct tax in the British 
system, involves inconvenience to the taxpayer in the maintenance 
of records of earnings and in the submission of annual accounts 
and returns, as well as much inconvenience to the Government in 
checking returns, making assessments, considering and hearing 
appeals, and collecting the tax. 

To the majority of taxpayers, the inconvenience of income tax 
is lessened by the “ pay as you earn ” (P.A.Y.E.) system of deducting 
income tax in instalments from weekly and monthly wage payments. 
While this system entails much administrative work and extensive 
records, the inconvenience is outweighed from the point of view of 
the Exchequer by the increased revenue obtained from persons 
who previously either partially or wholly evaded income tax, and 
also by the fact that the State obtains the use of vast sums of money 
much earlier than it did when the tax was paid yearly or half-yearly. 

2. Possibility of Evasion. —A direct tax has been called 
“ a tax on honesty.” Evasion of the correct contribution is possible 
by the making of fraudulent returns, while payment may in some 
cases be altogether evaded. 

3. Inequality. —It is difficult to frame a just basis of assessment 
for all classes. Any system must be arbitrary, although long 
experience and care may tend to remove inequalities. 

The balance of advantages and disadvantages is clearly in favour 
of direct taxation, and the objections are due chiefly to the methods 
of application and administration rather than to the principle involved. 


Advantages of Indirect Taxes 

1. Convenience. —Payment of small taxes on commodities is 
very conveniently made at the time of purchase, and generally the 
taxpayer does not feel the burden of such taxes as heavily as that of 
direct taxes. From the point of view of the State also such taxes 
are very convenient, as they are collected in bulk from importers 
and manufacturers who act as unpaid tax collectors. 

2. Elasticity. —The elasticity of an indirect tax depends on 
the nature of the article taxed, and on the demand for it. A small 
tax on a necessary may be slightly varied to meet circumstances ; 
it may be very productive of revenue, and its yield can be estimated 
fairly accurately. But a tax (or an increase in the tax) on a luxury 
may result in a diminished demand and a decrease of revenue. 
Indirect taxes are elastic when imposed on articles for which demand 
is elastic. 
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3. Difficulty of Evasion. —It is difficult to avoid the 
payment of indirect taxes when such taxes are included in the 
price of commodities purchased. 

4. Equity. —Indirect taxes usually conform to the principle 
of equity in that they demand a contribution from all classes, and 
enable those with small incomes to be reached as well as the more 
wealthy classes. Furthermore, indirect taxes on luxuries exact 
contribution from those who are best able to afford such payments. 

5. Social Benefit. —Indirect taxes on commodities such as 
drugs and stimulants perform a social and economic service in 
restricting consumption of articles which are detrimental to 
efficiency, while at the same time raising revenue. Purchase taxes 
are also socially beneficial in that they discourage spending and 
enforce saving at a time when such a policy may be desirable. 
They also exact greater contribution to State revenue from people 
with higher incomes who can afford to buy luxury and semi-luxury 
goods. 


Disadvantages of Indirect Taxes 

1. Inequality. —Indirect taxes are not always equitable. On 
each article the poor pay as much as the rich, i.e., the taxes are 
proportionate rather than progressive. The inequality is greatest 
in the case of taxes on necessaries because a greater proportion of 
small incomes is spent on necessaries, so that the burden on the 
poor is relatively greater than on the rich. 

2. Uncertainty. —Except in the case of necessaries, the revenue 
from indirect taxes is not certain, while indirect taxes on luxuries 
yield less in times of depression. There is also little certainty as to 
the amount of tax paid in any individual case, or in regard to the 
ultimate incidence of the tax. 

3. Uneconomical. —Indirect taxes are uneconomical because, 
for reasons already given (see page 531), the taxpayer may have to 
pay more than is received by the State. Moreover, the cost of 
collecting such taxes may be heavy, as where an expensive customs 
and excise staff must be maintained to ensure careful supervision. 
On the other hand, the seller of articles subject to indirect taxes 
(e.g., a tobacconist) may be regarded as an unpaid tax collector. 

4. Social Significance.— The civic consciousness of those 
who pay indirect taxes is not stimulated in proportion to the 
payment made, because the tax is usually hidden or obscured in the 
price paid for the article taxed. This method of raising revenue 
accords well with the Cynical Theory of Taxation, ecause i^ 
permits of “ plucking the goose with as little squealing as possible. 
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Importance of Incidence 

The question of incidence is clearly of great importance when 
a system of taxation attempts to adhere to the general canons already 
discussed, particularly to the principle of equity or ability to pay. 
Every tax has both immediate and ultimate effects, or primary and 
secondary reactions. The former can be judged with some accuracy, 
but the estimation of the ultimate results of a tax is a matter of 
considerable difficulty. 

As a rule, Governments pay careful attention to the question of 
incidence. Some taxes are intended to be shifted, others are intended 
to be borne by the persons directly taxed. The adjustment is left to 
competition and to the interaction of supply and demand so far as 
their results can be forecast. In many cases, however, the ultimate 
effects are totally different from those anticipated, and the loss or 
disutility of a tax may be distributed in a way that involves injustice 
and hardship. A tax intended for one class may be shifted on to another 
class, in direct opposition to the intentions of the Government. On the 
other hand, a tax intended to be shifted may not be shifted at all, or 
shifted only in part, or subject to additions which, as we have already 
noticed, are frequently imposed by dealers and middlemen. Further, 
the incidence of a tax may have widespread influences, advantageous 
or detrimental, on both the economic and social life of the 
community. 

The Burden of Income Tax 

The extent to which income tax can be passed on by a business man, 
in the form of increased prices of the commodity he sells, is a matter 
of great controversy. The Colwyn Committee on National Debt and 
Taxation in Great Britain, which reported in 1927, examined ex¬ 
haustively the opposed contentions put forward, i.e., “ that a general 
income tax cannot be shifted by the person on whom it is laid,” and 
that “ a general income tax can be shifted, and is in fact shifted, in the 
form of an addition to price.” 

Business men, anxious for a reduction in income tax, put forward 

the view that income tax is passed on in the form of higher prices to 

the consumer so that the producer can reap his anticipated profit, and 

that the consequent fall in demand checks the activity of trade and 

industry, with the result that income tax becomes a heavy burden on 
the country. 

Economist witnesses opposed this view, and maintained that 
income tax could not be passed on to the consumer. They argued that 
the monopolist producer cannot normally shift hisr income tax by 
raising the price of his product because he has already fixed his price 
to yield a maximum monopoly revenue ; and that as his profit depends 
^^ erence between cost and price per unit, and on the volume 
of his sales—factors not affected by the imposition of income tax—the 
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tax cannot affect the price of the product. The competitive trader, they 
said, is in an even worse position. He cannot raise his price to cover 
his own income tax because he may be undercut by other traders, 
while any attempt to raise prices by limiting his supply would be 
unsuccessful because, in a competitive market, the contribution of 
one supplier is insufficient to affect price. 

The Committee came to the conclusion that the arguments of the 
business men could not be substantiated, and that there was “ strong 
confirmation of the view that price is determined by considerations 
into which the income tax does not directly enter.” 

Although the majority of economists contend that income tax is 
not a burden on industry and does not increase prices to the consumer, 
they do not agree as to the proof of this contention. Nevertheless, 
certain conclusions appear possible. In the short run , a tax on income 
cannot affect prices, because price is determined by conditions of supply 
and demand at the moment. 

The Colwyn Committee concluded that prices in the long run were 
not affected by income tax, but this view may be questioned. Business 
men embark on a given enterprise with a certain rate of profit in view. 
If they are led to think that, owing to the income tax, this anticipated 
profit will not be earned, they may be reluctant to invest their money 
in that direction, and, if supply of the commodity is thereby restricted, 
the price may rise. But this rise will be due, not to an addition of 
income tax to the costs of production, but to a decrease in the supply 
of enterprise to the industry. Whether, in fact, this will take place 
depends on the elasticity of supply of business power and the alternative 
opportunities available. Again, the notion of what constitutes a fair 
rate of profit may change, and business men may be content to accept 
a lower figure of profit than they originally anticipated. 

By many people it is argued that the burden of income tax has to 
be traced in its indirect effects on industry and on economic activity 
generally. A heavy income tax may affect saving generally, cause 
a decrease in the supply of capital and considerably influence the 
productivity of the community as a whole. Productivity is diminished 
not so much because high rates of taxation tend directly to increase 
prices and production costs, but because their harmful psychological 
reactions on the minds of business men tend to discourage initiative 
and enterprise, particularly enterprise of a speculative type. 1 axation 
acts as a serious brake on enterprise and invention, and, by reducing 
business reserves, lessens expenditure on research, invention an 

modernization of plant. . n 

Even these dangers, however, were found by the Colwyn ( - om " 
mittee to be more mythical than real. The Committee was impresse 
by the view that men will always try to increase their income, even 
though some of the increase has to be surrendered to the State, an 
that, as income tax is general over the whole sphere of production an 
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investment, there is little advantage to be found by transferring capital 
from one branch of production to another. According to the Com¬ 
mittee, income tax can affect prices only by causing capital and 
entrepreneurial ability to emigrate abroad, so reducing the supply of 
these factors and the supply of their products, with consequent increase 
in their prices. 

Taxes on Personal Property 

Taxes on capital other than land tend to fall directly and ultimately 
on the owners of the capital, although it is possible that they may in 
some cases be passed on. 

The possible effects of the imposition of a heavy tax on wealth 
have already been mentioned : saving may be discouraged, capital 
may be induced to emigrate, and production may be deprived of its 
necessary supplies of funds for development. In the long run the effects 
of such a tax will be felt over a wide field and will extend beyond the 
class from which contribution is originally demanded. 

If a tax falls on some form of personal property, e.g., jewellery, 
the incidence may be wider than on the owners. Demand for such 
articles may decrease by reason of the tax, and the producers may 
suffer in diminished profits. Even if they offer to pay the tax for the 
consumer (as where motor-car manufacturers have at times paid motor 
taxes in the hope of stimulating demand), total profit will be reduced 
unless it can be covered by the greater advantage derived from in¬ 
creasing returns. Where the property taxed is part of personal business 
equipment (e.g., a dentist’s chair or a doctor’s motor-car), the tendency 
is for the tax to be paid in increased fees by consumers of the services. 

Taxes on Inheritances or “ Windfalls ” 

It is sometimes stated that a tax on inheritances, i.e., on property 
passing at death, falls on no person in particular ; it cannot be said to 
be borne by the deceased or by the beneficiaries who are assumed to 
be incapable of being deprived of what they never possessed. It would 
seem, however, that as the property of a deceased person devolves upon 
the beneficiaries, they may be fairly regarded as suffering the incidence 
of the tax. In fact, such taxes are usually justified because they are 
demanded at a time when a person is in a good position to contribute, 
and because the beneficiary can afford to pass on to the community 
generally a portion of that wealth for the accumulation of which he 
was in no way responsible. Furthermore, it is held by many that 
heavy taxes on inheritances make possible a more equitable distribution 
of wealth in the community, and tend to remove, in part at least, what 
is perhaps the greatest source of inequality of opportunity. 

Taxes on inherited property do not, as a rule, conform to the canon 
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of equity, as some property may change hands through death as many 
as four or five times within perhaps fifty years, while other property 
may do so once only. This inequality is lessened by the rule which 
relieves a property from full liability to inheritance duty for a certain 
period after a change in ownership caused by death. 

Taxes on Land 

The fact that the income from the ownership of land frequently 
contains elements other than pure economic rent complicates the 
problem of the incidence of taxes on land or land values. 

A Tax on Pure Economic Rent from land generally is a tax upon 
a surplus, and must fall upon the landowner. It cannot be borne 
by the consumer of the produce of the land, because the price of that 
produce is determined by the cost of production on the marginal land, 
which pays no economic rent and consequently no tax. Neither can 
a tax on economic rent be borne by the occupier, for, as has been shown 
in the chapters on Distribution, he is left by competitive forces with 
only a normal rate of profit and cannot retain any portion of pure rent. 

Competition, however, is rarely perfect, so a tax on rent, levied on 
the occupier with the intention that it shall be shifted, may be borne 
wholly or in part by him and he may be unable to pass it on to the 
landowner. 

Under certain conditions, a tax on rent may be shifted by the 
occupier on to consumers of his produce, as may occur if the tax 
restricts the investment of capital in improvements on the land. 
As a result, a smaller quantity of produce will be raised, and, if we 
assume demand to remain the same, prices will rise and the consumer 
will be compelled to pay the tax in the increased price charged for the 
produce. 

From the foregoing conclusions is deduced the maxim that “ high 
rates make low rents.” The rates are paid by the occupier, and he 
deducts* their amount from his annual rent before paying the landlord. 
Thus the higher the rates the lower the rent paid to the landlord . 
The actual rent borne by the cultivator is of course unaffected. 

Where the earnings of land contain many elements apart from pure 
economic rent, taxes imposed on land will, in general, be borne by the 
landlord if the demand for land is elastic ; if the demand is inelastic, 
the tax will be shifted to the occupier, who, in turn, will shift it to the 
consumer. The demand for land will be elastic when, for instance, its 
products are subject to considerable competition from abroad. Any 
attempt to raise rents will react unfavourably on the demand for land, 
as the prices of agricultural products cannot be increased in face of 
competition from abroad. Some land may be diverted to building and 
other purposes, but that will ensure that the rent of building land will 
also not be significantly increased, because of the increased supply. 
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If there is no great competition from abroad, or if the home market is 
protected by tariffs, the demand for land will be less elastic, and some 
part of a tax on the rent of land may be passed on to consumers in the 
form of higher prices. 

Taxes on Building Land. —The problem of taxation of land is 
considerably complicated by its use for building purposes. If com¬ 
petition is perfect, and adequate land is available for builders, a tax 
on building sites will tend to be thrown on to the surplus received by 
the landowners in respect of situational advantages. Furthermore, 
on a sale of the property the landowner must lose the capital value of 
the tax, for buyers will expect to pay a lower price for land subject to 
such a duty. 

Taxes on Buildings 

If a tax is imposed on the rent of buildings and is levied upon 
the occupier, it will tend to remain with him if the demand for accom¬ 
modation is inelastic, but to be transferred to the landowner if the 
demand is elastic. Generally speaking, however, competition is so 
imperfect that a tax intended to be borne by the landlord should be 
levied upon him directly. Even then the incidence may, in the long 
run, fall upon the occupier of the premises, in the form of fewer repairs 
and improvements, or, in the case of business premises, it may possibly 
fall on the consumers of the utilities produced on those premises. 

As a general rule, a tax on buildings tends to be borne by the 
occupier. If the owner is also the occupier then he cannot shift the 
tax. But, in the case of buildings that are let, the burden of the tax 
will usually fall on the occupiers in the form of a higher rent. The 
building will not be erected unless the owner has reason to believe 
that the rent will yield him a net return that is at least equal to the 
return on current investment. The owner regards such a tax as part of 
the expenses, and (unless the rent is controlled) will try to pass it on 
to the occupier in the form of higher rent. In the case of buildings 
used for special purposes such as retail trade, the incidence of the tax 
may be still further extended to the consumer of the goods or services, 
as the occupier will tend to pass on the burden in the form of a higher 
pnce for the goods or services. Furthermore, any tax imposed on an 
occupier of premises under a lease cannot be shifted on to the landlord, 
but must be borne by the occupier during the continuance of the lease. 
Thereafter, it may be shifted on to the landlord in a smaller proportion 
than was originally intended, i.e., the leasehold value or rental may be 
increased to cover part of the tax. 

Taxes on “ Unearned Increment ” 

In various countries attempts have been made to tax the addition 
to the value of land which has resulted, not from any expenditure of 
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capital or of effort by the owner, but by the natural growth of population 
and the extension of towns. Certain areas in the neighbourhood of 
large towns have acquired extraordinary values in this way, and yield 
very large revenues to their owners who have done little or nothing in 
the accretion of such value. It is considered just that the fortunate 
owner of land which has acquired considerable “ public value ” should 
contribute at least a part of that benefit for the general good. 

Closely allied to the problem of unearned increment is that of 
betterment , which may in fact be regarded as a special form of unearned 
increment. Betterment refers to the increased value that accrues to 
property as the direct result of the construction of a work of public 
utility. For example, fields may acquire additional value as building 
land in consequence of the construction of a road through them by 
the central or local authority. It has been long held that, as such addi¬ 
tional value is due to work undertaken on behalf of the community and 
not to any effort of or for the owner, the community has a right to at 
least a portion of the increment, which should accordingly be subjected 
to a special impost. 

The main objections to taxing such unearned increment or better¬ 
ment are (a) the great practical difficulty of distinguishing the additional 
value which is attributable to general causes and not to the owner’s 
improvements, and ( b ) the inequality which must ensue through the 
imposition of a special tax on land, which is but one form of many 
investments in which capital is sunk in the expectation of a return from 
natural or acquired advantages. 

By the Town and Country Planning Act, 1947, the value of all land 
(including buildings on it and minerals under it) in Britain is “ pegged ” 
to its value from time to time for its existing use, and the owner of any 
land that, after 1st July, 1948, increases in value because of development 
on, over or under the land, or because of a change in the use of 
the land, is liable to pay such “ development value ” to the State 
unless his claim for compensation for loss of development value is 
admitted by the Central Land Board. 


Taxes on Consumers’ Goods and on Services 

Taxes on consumable commodities and services are usually indirect, 
as in the case of most customs and excise duties, but they may be 
imposed directly, as in the case of purchase taxes, and licences to do 
certain things (e.g., to marry), or to use certain things, such as guns and 
motor cars. 

Generally speaking, taxes on commodities have the advantages of 
convenience, in so far as they are imposed in small amounts and are 
not noticed at the time of payment. Furthermore, if they are carefully 
imposed they may yield considerable revenue, although the cost of 
supervision and collection is sometimes high, while account must also 
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be taken of the indirect cost of such taxes in so far as they interfere 
with trade. On the other hand, while the principle of equality requires 
that such taxes should be ad valorem , i.e., according to the value of the 
article, rather than specific , i.e., according to number or weight, it is 
not easy to meet the necessity for certainty with ad valorem taxes 
because of the difficulty of assessing the values of commodities which 
are produced in great variety of quality and description. Furthermore, 
ad valorem duties lead to fraudulent valuations with the object of 
evading some or all of the taxes, and they may consequently be 
uneconomical in certain cases. 

The incidence of taxes on commodities depends partly on the 
elasticity of demand (including the possibility of using substitutes), 
and partly on the elasticity of the supply of the commodity. In con¬ 
sidering the question we must assume free competition and the absence 
of monopoly. 

As a rule, a tax on commodities will tend to reduce the demand of 
the consumer, but the actual reduction will depend on the elasticity of 
that demand. If demand is relatively inelastic, as in the case of 
necessaries, price must rise, and the immediate incidence of the tax will 
be upon the consumer. The ultimate incidence may fall in part on the 
producers of other articles, the demand for which is lessened by the 
decreased purchasing power left in the hands of consumers in 
consequence of the payment of the tax. The incidence of a tax on 
necessaries may therefore be widely diffused throughout the 
community. 

If the demand for the commodity taxed is relatively elastic, the 
imposition of a tax will tend to reduce demand, but the incidence 
will depend upon the elasticity of the supply of the commodity. 

If, for any reason (as, for example, that the production of the 
commodity necessitates a large capital outlay), supply is inelastic, the 
incidence of the tax will tend to fall on the producer ; but if supply 
is elastic, i.e., can be readily adjusted, the incidence might fall on the 
consumer in a higher price for a diminished supply. 

It can, therefore, be stated that as a general rule the incidence of the 
tax imposed on any commodity is divided between buyer and seller 
roughly in the same proportion as the elasticity of supply is to the 
elasticity of demand. The more elastic the demand, the more will the 
incidence be on the seller ; the more elastic the supply, the more will 
the incidence be on the buyer. If the elasticity of demand is equal to 
the elasticity of supply, the incidence of the tax will be shared equally 
between buyer and seller. The ultimate effect of any tax will depend 
on the relative elasticity of supply and demand. 

Two important conclusions follow : (1) if a tax is intended to 

raise revenue, it should not be imposed on commodities with an elastic 
demand ; (2) if possible, taxes should be imposed on manufactured 
articles rather than on raw materials, for taxes on the latter tend to be 
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intensified at every stage, and to be considerably increased by the 
time they reach the ultimate payer. Furthermore, a tax should not be 
imposed on materials which may stimulate production or are essential 
for a great national industry, if it can be avoided. 

Taxes on Monopolies 

Very important is the problem of taxes imposed on commodities 
in respec* of which a monopoly exists. In such a case it may be assumed 
that output has been adjusted so as to maximize profits, and that as 
a rule the price is already as high as possible. A tax on output will, 
therefore, fall on the monopolist unless the tax is proportional to the 
amount produced, i.e., to gross receipts, in which case it will be to his 
advantage to reduce his output and raise prices, since the loss in total 
receipts will be less than the reduction in expenses, and monopoly 
revenue will thus be greater. 

If, however, the tax is imposed as a percentage or lump sum of 
monopoly gains or profits, it will not be shifted to the consumer, 
since price per unit is already fixed at that point which yields the 
highest aggregate net revenue. Such a tax, therefore, will tend* to be 
borne by the producer himself. 


Import or Customs Duties 

Duties on imported articles are imposed either for purposes of 
revenue or for the protection of home industries. The imposition of 
such duties for revenue purposes only on articles which are also pro¬ 
duced at home necessarily involves a corresponding taxation of the 
commodities internally produced, by the imposition of excise duties. 
Frequently also they have a sumptuary aim, i.e., they are imposed in 
order to check the importation and therefore the consumption of 
luxury articles. 

The question of the imposition of customs duties for protective 
purposes involves political and social as well as economic considerations, 
most of which have already been discussed in Chapter 28. We are now 
chiefly concerned with the incidence of such taxes, and may first of all 
note the following defects of customs duties generally :— 

1. Regressive Nature. —Customs duties imposed for revenue 
purposes rather than for protection must be levied on articles of 
general consumption. But a greater proportion of small incomes 
than of large incomes is spent on such commodities, hence the 
taxes press more heavily on the poorer classes. 

2. Effect upon Industry. —Customs duties imposed for 
protective purposes interfere with the natural disposition of labour 
and of capital to seek their most remunerative outlets. (See 
Chapter 28.) 
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3. Inelasticity. —It is said that few taxes are more inelastic 
than customs duties, as frequent changes interfere considerably with 
the stability and evenness of business conditions, and tend to 
diminish general efficiency. 

4. Uncertainty. —Customs duties are subject to the serious 
disadvantage that they yield least when the need of Government is 
greatest, as for example, in the period of restrictions following the 
outbreak of war. At such times expenditure increases considerably, 
but the disturbance of international trade causes a reduction in 
imports and so diminishes the yield from customs duties. 
Furthermore, receipts from import duties may decline considerably 
if depressed conditions persist, and tend accordingly to increase 
the financial difficulties of the State. 

The problem of the incidence of customs duties is necessarily 
complex, inasmuch as international as well as national conditions have 
to be considered. Where they are imposed for revenue purposes only, 
and corresponding excise taxes are levied internally, the effects will 
be those which have been already discussed in connection with general 
taxes on commodities. As a rule, the home consumer will pay. It is 
possible that import duties may be wholly or partly shifted on to the 
foreign producer, as in the rare cases when the importing country is 
the sole market for the taxed produce ; i.e., has a buyer's monopoly in 
relation to products. In general, if the market in one country becomes 
less profitable through the imposition of a tax on the import of certain 
products, the foreign producers will seek new outlets for their goods. 
Consequently, if the home consumers must have those products, they 
must also pay the taxes imposed by their own governments. 

Trade between two countries may be most adversely affected by 
the imposition of import duties. In the first place, imports may decline 
and consequently the exports sent in payment will also be reduced. 
This will tend to put into operation two adjusting forces: (1) the 
labour and capital employed in making these exports will be diverted 
into other channels, presumably, but not necessarily, less productive ; 
(2) the demand for home products will be encouraged. The broad 
effect of the imposition is, however, to lessen the relative advantages of 
international trade, and the loss will in most cases, and in part at least, 
fall on the industries of the country which levies the tax. Secondly, 
such taxes may lead to the conduct of a “ tariff war ” between the 
countries by the imposition of protective tariffs on each other’s 
products. 

It follows, therefore, that customs duties should be imposed as 
far as possible for revenue only ; that if they are imposed on necessaries 
the duties should be as low as possible compatible with the attainment 
of equity in a mixed system, and that the duties should be imposed on 
a few commodities only, with the object of lowering the cost of collection 
and of ensuring productivity. 
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In general, moderate customs duties on a small number of articles 

are productive, economical and capable of appreciable increase to 

meet urgent demands. But if import duties are so high as to prohibit 

all or most of the imports of certain goods, the Exchequer will gain 

little or nothing, while home consumers will suffer from the cutting 

off of supplies that were previously needed for their satisfaction and 
comfort. 

The customs duties which have long been imposed in this country 
on such articles as tea, coffee, and tobacco may be regarded as purely 
revenue duiies. No element of protection enters into them as the goods 
are not produced at home. Some of them have the advantage of 
exacting contribution towards the national finances from the poorer 
classes who would otherwise be difficult to reach, whilst those on 
tobacco and intoxicants are extremely productive. 

Export Duties 

Nowadays export duties are the exception rather than the rule. 

Such duties are imposed chiefly for revenue, but only in very special 
cases can they succeed in exacting a contribution from the foreigner. 
This may occur when the exporting country possesses an almost 
complete monopoly of the supply of the commodity taxed, provided 
that there is a sufficiently strong demand in the importing country. 
In the absence of these conditions, the duty will tend to be paid by the 
home exporter. The foreigner is not likely to pay the tax if he can 
obtain supplies elsewhere in the world market, or if he can use 
substitutes, or if he can reduce his demand. 

Double Taxation 

The growing internationalism of business enterprise, with the 
establishment by large concerns of branches and offices in more than 
one country, has in recent years brought into greater prominence the 
problem of double taxation , i.e., the imposition of income tax on the 
same income by two countries. The matter has been the subject of 
much investigation and international discussion, and co-ordination of 
national taxation on enterprises of an international character is now 
generally recognized as essential. Under the existing arrangements 
many hardships are imposed, and there is a tendency for those con¬ 
cerned to evade the additional liability by removal of the source of 
income to another country. 

An agreement was concluded between the British Government and 
the Government of Eire for reciprocal exemption and relief in the case 
of residents of (a) Great Britain and Northern Ireland, or (b) Eire, 
who receive income from both countries. Such persons are now 
assessed only in the country where they reside. Parallel arrangements 
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cover reciprocal income tax relief between Britain and various 
Dominions, and an agreement with regard to copyright and other 
royalty payments between Great Britain and the U.S.A. was concluded 
in 1946. 


THE BRITISH TAXATION SYSTEM 

The British system of taxation is conducted on a composite or mixed 
basis, and includes direct and indirect taxes of several kinds. r I he 
principal sources of taxation revenue are indicated in the table on 
page 517, from which it will be observed that a much higher proportion 
of the total is obtained from direct than from indirect taxes. This is in 
accordance with a general tendency during recent years to rely upon 
direct taxes, and especially income tax, for a considerable proportion of 
the annual revenue, and to relieve as much as possible the pressure of 
taxation on the poorer classes. 

Until the imposition of the McKenna and Safeguarding Duties 
during and after the first World War, and of protective duties in 1931 
with the object of improving the Nation’s trade position, taxes in this 
country were imposed for revenue only, and customs duties were 
usually balanced by corresponding excise duties when the commodities 
concerned were also produced in this country. 

Customs Duties 

The principal features of customs duties have already been 
noticed. In this country in the past they were imposed generally on 
luxuries and semi-luxuries, but following the 1931 crisis the heavy 
expenditure of the State necessitated a departure from the policy of 
freeing necessaries as much as possible. Under the Abnormal Im¬ 
portations Act , 1931, and the Import Duties Act , 1932, duties based on 
the ad valorem principle were imposed on all imports into the United 
Kingdom, with certain exceptions which were permitted to come in 
free of duty. 

Excise Duties 

British excise duties are levied mainly on home-produced goods, 
such as intoxicants and playing cards. 

They are subject to the objections and disadvantages that were 
noted in connection with customs duties. Nevertheless, they are a 
convenient and productive means of reaching the poorer classes, and, 
in the case of the duties on intoxicants, have the further advantages 
not only of restricting wasteful and harmful expenditure, but also of 
restraining conduct that is injurious to individual health and character, 
and generally detrimental to national efficiency. 



646 


ELEMENTS OF ECONOMICS 


It is to be noted that if excise duties do not exactly correspond to 
the customs duties on the same articles an element of protection may 
result. Furthermore, the term “ excise ” is applied to duties other 
than those on commodities, as, for example, vehicle, livery, dog and 
gun licences ; licences to conduct certain trades, such as those of 
pawnbrokers, auctioneers, tobacconists and publicans; and the 
entertainment tax. 


Motor Vehicle Duties 

During recent years the number of motor vehicles in this and in 
other countries has increased enormously, and the motor vehicle duty 
has provided a useful addition to the composite scheme. 


Death Duties 


These comprise the duties on real and personal property passing 
at death, and are graduated so as to press more heavily upon the 
wealthy classes. In recent years they have been simplified, and now 
consist of three taxes : (1) the estate duty proper, which is payable on 
the principal value of all property passing at death after deduction of 
debts, etc., and is based on the principle of graduation, a higher rate 
being charged as the value of the estate increases ; (2) the legacy 

duty , which is charged on personal property; (3) the succession duty , 
which is imposed on real property passing to inheritors. The rate of 
the legacy duty and of the succession duty varies with the degree of 
relationship which existed between the deceased person and the 
inheritor. 


The estate duties have provided a very productive and easily 
collected revenue during recent years, and are justified on the grounds 
that they obtain a contribution for national purposes at a time when 
it is conveniently paid, and from those who can generally well afford 
the contribution. 

Such imposts are undoubtedly in the nature of a capital levy, and 
have the ultimate effect of causing a redistribution of some part of 
private wealth, the cherished aim of so many social reformers. They 
tend, however, to discourage saving and to encourage extravagant 
expenditure during life, and there is a tendency to evade high rates of 
duty by the transfer of wealth during life in the form of gifts and other 
dispositions of property. Such evasions are, however, to some extent 
restricted by certain regulations concerning the duties, while many 
persons whose estates have to bear death duties have such large 
incomes that they cannot avoid saving. 


Stamp Duties 

Stamp duties are imposed chiefly on various instruments and 
documents, such as bills of exchange, promissory notes, cheques, 
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receipts for the payment of money, share transfer deeds, title-deeds, 
and agreements of many kinds. Payment of the duty is easily enforced 
by making the stamping a requisite for legal validity of the instrument. 
The duties are also payable in respect of various forms of licences and 
registrations, as, for example, the registration of a company, pawn¬ 
broker or solicitor, and on certain commodities, such as playing cards. 

Such taxes have the advantages of being easily collected and 
assessed, as they are usually graded on an ad valorem basis. They 
yield an appreciable revenue that tends to increase with the growth of 
business, and especially with the use of cheques and bills for purposes 
of commercial settlement. 

The immediate incidence of stamp duties is upon the parties to 
the documents or agreements, and the duties are generally in the 
nature of direct taxes. Duties on permissive licences to conduct 
a business are an element of cost and fall ultimately on those who 
benefit from the services of the business, as, for example, the clients 
of a pawnbroker or solicitor. Taxes on the commodities mentioned 
are indirect ; they are paid first by the manufacturer or distributor 
but fall ultimately on the consumer. 

Land Taxes 

The Land Tax was first imposed in 1692, but in its present form 
is merely a survival of a general impost which was intended to be 
levied on both real and personal property. Since its institution it has 
been subject to considerable modification, and its yield is now 
comparatively small. Much of the tax has been redeemed by capital 
payments, and its high cost of collection and administration is 
frequently urged in favour of its abolition. Although the original duty 
was imposed on the landowner, its present incidence is doubtless on 
the tenants of the property taxed. On the other hand, when such 
property is sold, the capital value of the tax must generally be allowed 
to the buyer by the original seller, and consequently the ultimate 
incidence is upon the landowmer. 

Under our present fiscal system land is subject to various other 
taxes. Thus, a large proportion of the estate duties apply to land, 
while the annual rental value of both land and buildings is assessed 
for income tax purposes with other forms of income. Furthermore, an 
assessed annual value is adopted also as a basis for the levying of local 
rates, although the annual value for this purpose is not necessarily the 
same as that used for the assessment of income tax. 

Income Tax 

Income tax is by far the most important tax in the British fiscal 
system. Not only does it provide a much greater revenue than any 
other form of impost, but it has also been found to be a sound financial 
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instrument, capable of great elasticity to meet the changing needs of 
the National Exchequer. 

The tax was originally imposed as a war tax by William Pitt in 1799, 
but it was viewed with such disfavour by the general public that it 
was abolished and its records were destroyed. Subsequently, however, 
it was resorted to by Sir Robert Peel and Gladstone to replace revenue 
which had been lost by the reform of the national tariff and the 
removal of a number of small and comparatively unproductive taxes 
on commodities. Income tax is now recognized as a permanent 
feature of our fiscal system, and resort is always made thereto for 
additional revenue required for war or other extraordinary purposes. 
Its yield can be estimated with a reasonable degree of accuracy, it is 
very productive, and its administration and collection are relatively 
economical. 

Considerable controversy has been aroused in regard to the equity 
of income tax. Gladstone, for example, held that its inevitable in¬ 
equalities were incapable of being remedied, and he at one time advised 
its complete abolition. Its chief disadvantage is that income alone cannot 
be regarded as a test of ability to pay, as so much depends on individual 
circumstances and health. Further, it tends to press very hard on small 
incomes (particularly of professional workers), and to discourage 
saving in the case of moderate and large incomes. These objections 
have been met in the English system by the exemption of a certain 
minimum income, and by granting allowances of various kinds in 
respect of dependants and necessary business expenses. The tax is 
also said to discourage the accumulation of wealth, and so to restrict 
the supply of capital for productive uses, but this effect cannot be 
pronounced in a wealthy community where there exist so many in¬ 
centives to saving. From the point of view of administrative precepts, 
the British Income Tax is said to infringe the canon of certainty by 
its increasing complexity in the form of various classes of abatements, 
allowances, and exemptions. 

As a basic tax in our fiscal system, income tax has certain marked 
advantages. The exemption of a minimum income is a recognition of 
the principle of diminishing utility and of the fact that indirect 
taxation falls more heavily on small incomes. Although income is not 
a generally applicable or certain test of ability to pay, it is the best 
single mark of such ability, while the allowances for children, 
dependants, business expenses, etc., do much to equalize the burden 
of income tax according to individual circumstances. Furthermore, 
income tax cannot easily be shifted ; its incidence is upon the payer, 
and it has the advantage of bringing home to him his duties as a citizen 
and his obligation to interest himself in the expenditure of the 
Government. Finally, the method of taxing dividends, interest 
payments, wages and salaries at the source makes for certainty of 
payment and for considerable economy of collection. 
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Super Tax and Surtax 

Super tax, in the form of a tax at higher rates on large incomes, was 
first introduced in the Budget of 1909. It was considerably extended 
in subsequent years, and, in 1927, was replaced by the surtax. 1 his 
provides for the taxation of all income above a certain figure at pro¬ 
gressively higher rates. The principle underlying the tax is that of the 
diminishing utility of incomes over a certain figure, and its object is 
to secure a more equitable contribution to taxation from the more 
fortunately situated. The general objections to high rates of income 
tax apply also to surtax. 

Purchase Tax 

This tax, introduced in 1940, applies to many classes of goods. 
It is an ad valorem tax payable at the time of purchase by the retailer 
and originally intended to discourage the consumption ot non-essential 
articles, thus enforcing saving and diverting resources to more 
necessary purposes. The rate ol tax varies with different commodities, 
the basic tax being 33J per cent., but the range extends from 100 per 
cent, to 16§ per cent. The regulations governing the levying of the 
tax provide for it to be paid by the registered manufacturer or whole¬ 
saler and re-charged by him to the unregistered retailer, by whom it 
is passed on to the consumer. The tax thereby satisfies the canons of 
certainty, convenience and economy. 

BRITISH LOCAL TAXATION 

Local rates are mainly levied upon real property, i.e., premises 
and land, the basis adopted being that of the rateable value of the 
property, which is the rent at which it might reasonably be expected 
to let from year to year free of all the tenant’s usual rates and taxes, 
less the probable expense of annual charges such as repairs and 
insurance. 

Rates are payable by the occupiers of the land and buildings, and 
their amount in the £ is determined by (a) the cost of the local 
services ; ( b ) the proportion of that cost borne by the central authority, 
and (c) the rateable value of all the property in the district. 

The system of local rating was extensively revised by the Rating 
and Valuation Act, 1925, which came into force in April, 1927, and 
effected a general consolidation of all rates and a considerable 
simplification of the rating machinery. Overseers of the poor were 
abolished, and the Council of every county borough and of every 
urban and rural district was constituted the rating authority for the 
borough or for the county district concerned. The rating authority in 
each county borough and urban area is now empowered to levy a 
consolidated rate, termed the General Rate , which replaces the poor 
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rate and any other rate or rates previously levied. Rural authorities, 
instead of levying a poor rate for each parish, are now empowered to 
levy a General Rate for the whole district, and also a Special Rate for 
services connected with lighting, health’, etc. 

Principle of Rating 

Although the general principles underlying national taxation 
appiy also to local rates, a distinction exists in the greater importance 
attached to the benefit or quid pro quo basis of exacting contribution, 
it is easier to trace the advantages of local taxation to a limited number 
of individuals than it is to trace the benefit of national expenditure. 

I he owners of property in a given locality undoubtedly reap a direct 
benefit from local sanitary and lighting arrangements, and from 
improvements in local roads, bridges, and water supplies. Consequently 
it has been maintained that the extent of property and the size of houses 
is a fair standard for the measurement of the benefit derived from local 
administration. To this it is frequently objected that a man with 
a relatively small income may require a large house because his family 
is large, or because it is essential for the conduct of his business (e.g., 
a dentist) or for his professional dignity. But although the acceptance 
of such a basis must necessarily result in inequalities, it is undoubtedly 
a more equitable mode of assessing local benefit than the local income 
tax which is sometimes suggested, and is of far greater convenience and 
productiveness than the octroi or local customs duty which is frequently 
used as a source of local revenue in continental countries. 

As a means of raising local revenue a local income tax has the 
disadvantages, first, that incomes are frequently derived from sources 
outside the locality, and consequently are unaffected by local improve¬ 
ments ; secondly, that it could scarcely be applied in the cases of banks 
and multiple shops which are merely represented by branches in the 
locality concerned ; and thirdly, that it is a difficult and impracticable 
basis of assessing the great body of wage-earners who reap much of the 
benefits of local expenditure. Income tax is far more suitable for 
national purposes as part of a composite system of taxation. 

Incidence of Rates 

The problem of the incidence of local rates is extremely complicated. 
Generally speaking, the principles already explained apply equally to 
local rates as to national taxes, but one or two further observations may 
be offered on the subject. Rates on houses are levied on the annual 
value of the property including the site : they are not imposed separately 
on building value and site value, although these are sometimes owned 
by different persons. 

With regard to building value, it has been explained that the tax 
on such value tends to fall on the occupier, unless the demand for the 
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buildings is very elastic, or unless the building is used for business 
purposes, when the tax tends to be passed on to the consumers of the 
utilities supplied. It cannot be borne by the owners, for unless the 
rent yields a net return at least equal to the return on current invest¬ 
ment, building will be curtailed and the supply reduced until the 
occupiers pay the tax. But the proportion of the tax that applies to 
the site value must generally be borne by the ground landlord, for 
anyone taking the land tends to allow for the proportion of rates he 
will have to pay in the rent he is willing to offer. 

But the fact that competition is not perfect and that the whole rate 
is levied on the occupier in the first instance tends to leave the tax 
with him, at least for that period required for the full working of 
competitive forces. On the other hand, if rates in one district are very 
high in comparison with rates in a neighbouring district, certain 
occupiers may find redress by moving their place of abode to a low- 
rated locality. The rates will, therefore, press more heavily on those 
who, by reason of poverty or business ties, cannot afford to move. 
For example, a business magnate may be able to live outside London 
in a low-rated district, whereas his clerks must remain in comparatively 
high-rated suburbs in order that they may be able to reach their place 
of business quickly and without incurring heavy travelling expense. 

In the long run, however, part of the differential rate, i.e., the 
difference between the high and low rates, will tend to be borne by 
the landlords, for the movement of population will cause a decreased 
demand for houses in the highly-rated locality, and to attract occupiers 
a lower rent must be charged which will make up part or the whote of 
the difference between the rates in the two localities. 

Rates, unlike income tax, form a part of cost of production, for 
they are levied irrespective of profits and must be paid even if the 
business has made a loss. 


Objections to the Rating Principle 

It has already been stated that objection is frequently taken to the 
system of rating because the value of a house is not necessarily an 
indication of the occupier’s ability to pay. The system is also criticized 
because the rates per £ vary in different areas, and consequently 
investors in house property in highly-rated (districts tend to be 
penalized as compared with similar investors in low-rated districts. 
To this it is replied that so far as new investment is concerned, 
landlords are free to choose the most profitable outlet for their capital, 
while in regard to old investment, the tendency is for the long standing 
charge embodied in old rates to become capitalized, and to cause little 
inequity in the burdens on landlords in different districts. The 
objections to differential rates which result from varying degrees of 
onerous expenditure (see page 518, ante) are more easily justified. 
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Frequently such expenditure, incurred for national rather than local 
advantage, is particularly heavy in poorer districts and imposes a 
greater relative burden on investors of capital in property in those 
districts. 

Finally, we may note the objection to the principle of differentiation 
from the point of view of a district as a whole, for if local rates are high 
compared with those of other districts, the tendency will be for manu¬ 
facturers to move to the lower-rated localities, particularly if their 
products are subject to strong competition from producers in more 
favourable localities. Thus the district as a whole tends to suffer from 
the absence of or diminution in the number of local productive 
enterprises. 

Recognition of these objections led to the passing of the Local 
Government Act, 1929, which relieved industry of part of the burden 
of local rates by its provisions for the de-rating of certain properties, 
and for more equitable contributions from the Central Exchequer 
towards the vast expenditure on such national responsibilities as poor 
relief and highways. 

The steady growth in the amount of financial aid rendered by the 
central Government to local authorities increased the need for the 
rateable value of property in different local government areas to be 
computed on a uniform basis, so that Treasury grants could be 
equitably apportioned. Accordingly, the Local Government Act , 1948, 
in addition to prescribing new bases for the granting of financial 
assistance to municipalities, provided for the transfer of rating valuation 
from the local authorities to the Inland Revenue, and for the introduc¬ 
tion of a new and uniform system of valuation, to take effect as early as 
possible after 1952. 

At present, agricultural buildings and land are entirely exempt from 
local rates, and industrial properties are rated at one-fourth of their 
assessable value. 
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NATIONAL AND MUNICIPAL BORROWING 

The guiding principle in public as in private finance is that annual 
expenditure shall be met out of annual income. But this ideal cannot 
always be attained. Arrangements for the collection of revenue for any 
financial year have to be made some time beforehand, when it is not 
possible to determine exactly what provision has to be made for future 
expenditure. Extra demands of small or large amount almost always 
arise, while the yield from taxation may tall short of anticipation. 
Public revenue, therefore, may fail to cover expenditure, and resort 
must then be had to temporary or permanent loans, for the interest, 
service and repayment of which it may be necessary to impose additional 
taxation. 

In recent times, annual public expenditure in most communities has 
very greatly exceeded annual revenue, both central and local authorities 
having incurred vast obligations that could not be met by any system of 
taxation. By far the heaviest expenditure has been on war and arma¬ 
ments, while in most communities the vast sums expended on develop¬ 
mental functions giving long-term benefit (e.g., railways, canals, docks, 
harbours, housing schemes and water supplies) could not fairly be 
wholly charged against current annual revenue, even if this course were 
practicable. 

Although it is generally advisable for extraordinary expenditure to 
be met by increased taxation, there are limits to the amount of taxation 
that can be borne by any community without serious reactions on its 
economic and social life. High taxation is deadening to industry and 
enterprise ; it hampers progress and leads ultimately to a reduction of 
national efficiency and productivity. It tends to discourage saving, 
and thus to reduce the accumulation of capital necessary for productive 
use in a developing community. Taxation should never pass the point 
where further exactions would impair the nation’s productive powers 
and decrease its capacity to produce the wealth that is the source of 
future taxes and future saving. 

High taxation does not necessarily prevent saving. Some people have 
such large incomes that they cannot help saving, while a Government 
that exacts high taxation may use part of the receipts to create capital 
assets, i.e., to increase the capital saved by the community as a whole. 

Moreover, saving does not in itself lead to the creation of capital, 
because the growth of wealth is not dependent solely on the abstinence 
of those who save. In fact, the growth of wealth may be impeded by such 
abstinence, whereas Government funds obtained by taxation of the rich 
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and spent on the relief of unemployed, public assistance, public 
works, etc., may help to maintain consumption at a high level and so 
encourage producers to increase their capital equipment. 

Nevertheless, the depressing effect of high taxes on private enter¬ 
prise and initiative cannot be denied. Sooner or later, heavy taxation 
proves to be detrimental to the productive powers of the community. 
High taxes have adverse psychological effects on all producing classes, 
and give rise to public opposition and general discontent. Modem 
States, therefore, prefer to finance much of their extraordinary expendi¬ 
ture by means of loans, and they must do so if the limit to national 
taxable capacity has already been reached. 


Public Credit 

In earlier times, funds for extraordinary purposes like war and 
national defence were provided from communal hoards of treasure, but 
such sources are quite inadequate for the vast and ever-growing needs 
of modern communities. Nowadays, large-scale public borrowing would 
be impossible but for the development of the banking and credit 
mechanism, particularly the organized money and stock markets. 

The modern system of State borrowing originated in the personal 
loans obtained by kings and princes from their richer subjects, and 
developed when the national credit was pledged as security for loans 
raised by the King or Parliament from wealthy citizens or trading 
concerns, or from foreign powers. Britain’s National Debt originated 
in 1694, when £1,200,000 was lent to the State by the newly-established 
Bank of England in return for the grant of its privileged charter of 
incorporation. 

The recognition of public credit as independent of private or 
individual credit marked a considerable advance in the development of 
society. Public credit depends essentially on the existence of an 
organized community, on behalf of which obligations can be incurred by 
its Government or other authorized persons. Public credit is good or 
bad according to the ease and cheapness, or the difficulty and high 
cost, with which the State or the public authority concerned can borrow. 
It depends on the security and prestige of the State or authority, and 
on the confidence reposed in its leaders and institutions. These factors, 
in turn, depend on the stage of economic and political development; 
on the wealth, productiveness and business capacity of the inhabitants ; 
on the community’s freedom from political unrest, revolution, 
catastrophe and war; on the condition of the currency, and on the 
development of banking and credit. Public credit is high in leading 
commercial countries such as Britain and the United States. It is low 
in countries subject to revolution and war, and in comparatively 
undeveloped communities. 

The rate of interest paid on its loans by a Government or public 



NATIONAL AND MUNICIPAL BORROWING 


565 


authority is an important indicator of the confidence of investors in 
its credit and security. The lower the confidence, the higher the rate 
of gross interest needed to compensate for the risk. Whilst, therefore, 
Britain can borrow from British—and even foreign—investors at 
per cent, or below, less developed or less stable countries may have 
to pay rates as high as 8 or even more per cent. Likewise, a first-class 
British authority or municipality can usually borrow at a lower rate of 
interest than a smaller or less progressive one, and at a lower rate than 
any foreign Government or public authority. 

So far as security is concerned, public borrowing does not differ 
greatly from private borrowing ; but there are one or two important 
distinctions. The affairs and finances of a State are publicly known 
and its true economic position cannot be concealed from investors. 
No Government, national or local, can borrow on good terms unless 
its affairs are well conducted, its undertakings wisely conceived and 
its expenditure carefully regulated. Again, a State or public authority 
is a perpetual entity, so its debts may be permanent or semi-permanent. 
This is an advantage to investors. It provides them with investments 
at a rate of interest that is assured and unchanged for a term of years. 
On the other hand, increased demands on the public purse tend to 
make permanent what were intended to be only temporary loans. 
Changes in the constitution of a Government or authority accentuate 
this tendency, for the debt-reducing policy of one party may not be 
carried out by its successor, which may be committed to an entirely 
different policy and may even repudiate the obligations incurred by its 
predecessors. 

As a State is not normally subject either to a higher authority or to 
the laws of other nations, it cannot easily be compelled to pay its debts. 
Measures such as the threat to sever diplomatic relations or the imposi¬ 
tion of economic sanctions (e.g., placing restrictions on imports from 
a defaulting country), or an embargo on further loans, may have the 
necessary persuasive effect, but there is no effective means of enforcing 
payment from a defaulting State. 

Public credit is, therefore, subject to great variation, both in 
different States and in the same State at different times. Once con¬ 
fidence in the credit of a State is lost, it is usually long before investors 
can be induced to lend it any further money. 

Methods of Providing National Funds 

Funds for national purposes are raised in the following principal 
ways :— 

1. By Permanent or Long-term Loans. —These are obtained 
to secure funds for heavy extraordinary expenditure, e.g., on war, 
railways, canals, etc. Long-period loans are usually funded , i.e., they 
constitute a permanent charge on the revenue fund of the nation. 
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2. By Temporary Loans from banks, other trading or financial 
concerns, or individuals to tide over temporary shortages. Tem¬ 
porary loans are sometimes described as unfunded or floating debt, 
although not all unfunded loans are floating debts. 

3. By Issues of Inconvertible Notes, either in place of or in 
addition to the existing currency. 

4. By Sales of Land or from Stores of Treasure. —These are 
nowadays unimportant, except in undeveloped communities. Even 
if possible, they would meet only a very small part of the heavy 
expenditure of present-day communities. 


Temporary Borrowing 

A State may raise temporary loans when its annual expenditure 
exceeds its annual receipts, or when its income is not received in time 
to meet its expenditure. In Britain, for example, a large part of State 
receipts come in half-yearly or yearly, and interim expenditure is 
financed by temporary loans from the London Money Market and banks 
by the issue of Treasury Bills and Treasury Deposit Receipts, or “ Ways 
and Means Advances ” from other Public Departments and the Bank of 
England. 

Temporary Government loans of this nature are not regarded with 
favour because they are not easily controlled, are liable to excess, and do 
not receive as much publicity as public loans. The existence of a large 
floating debt tends to engender distrust in the national finances, while 
Government borrowing of a large proportion of the Money Market’s 
floating capital is deprecated because it tends to deprive business and 
industry of short-term funds that could be used productively for the 
general benefit of the community. Heavy temporary Government 
borrowings tend to be continuously renewed (mainly because fresh 
demands on the Government funds prevent repayment of the earlier 
borrowings), with the result that the resources of the Money Market 
become indefinitely locked up and cannot be employed in active and 

remunerative business. 

Temporary State borrowing is objectionable, also, in that it may 
give rise to inflation. For example, Ways and Means Advances from 
the Bank of England are usually obtained by Government Departments 
to meet temporary differences between their receipts and disbursements; 
but they may be systematically used as a substitute for other Govern¬ 
ment receipts. The funds thus temporarily obtained swell Public 
Deposits at the Bank of England, until such time as the funds are used 
by the Departments to make payments to Government creditors. The 
recipients pay the Government’s cheques into their own banks, thereby 
increasing the total deposits and cash of the commercial banks and 
swelling Bankers’ Deposits at the Bank of England by the same amount 
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as Public Deposits are reduced when the cheques are paid. 1 he ratio of 
cash to liabilities of the commercial banks is thus increased, so the banks 
are enabled to extend more credit to their customers and possibly also 
to lower their charges for advances. 

The Government can counteract this tendency by reducing supplies 
of credit on the Market by requiring the commercial banks to lend a 
proportion of their deposits to the Treasury (against 1 reasury Deposit 
Receipts), at a rate fixed by the 'Treasury. Nevertheless, whatever the 
Government borrows from the banks or elsew here has to be spent sooner 
or later ; and Government spending has the same effect as private 
spending in raising prices, incomes and profits. Other people may 
compete with the Government for the increased credit available ; and, 
if prices rise, both they and the Government may find it necessary to 
borrow more than before. This method of temporary borrowing if 
continued, therefore, may lead to considerable inflation—unless 
productivity increases proportionately and the volume of goods expands 
sufficiently to neutralize the increase in purchasing power. 

Borrowing by means of Treasury Bills need not disturb market con¬ 
ditions to the same extent. When the Government issues 'Treasury 


Bills the effect is the same as a sale of 'Treasury Bills bv the Bank of 
England : bank deposits with the Bank of England arc reduced by the 
sums paid for the 'Treasury Bills by the purchasers, and there is a 
tendency towards deflation. On the other hand, when the Government 
redeems 'Treasury Bills, its payments have the same inflationary' effect 
as when the Bank of England buys Treasury Bills as part of its open 
market operations. 

In general, these effects are slight because outstanding Treasury' 
Bills are almost automatically renewed as they fall due, or because 
the aggregate total of Treasury Bills and of 'Treasury Deposit Receipts 
is kept near the same figure, so that the two effects—deflationary and 
inflationary—tend to cancel one another. In other words, market 
conditions are not disturbed because the process involves the taking up 
'T credit already in existence and not the creation of fresh credit. 

There is an appreciable effect in one direction or the other only when 
there is a considerable change in the combined volume of 'Treasury Bills 
and Treasury Deposit Receipts on offer, or when a large volume of 
outstanding Treasury Bills and Treasury Deposit Receipts entails the 
locking up of too high a proportion of the resources of the Monev 
Market and a consequent scarcity of funds for business needs. 

Temporary borrowings by the State are an acceptable method of 
covering temporary deficits when there is reasonable prospect of their 
early repayment. They enable the State to pursue its activities without 
difficulty and inconvenience arising from shortage of funds for current 
payments, and they obviate the expense, disturbance and inconvenience 
of floating long-dated loans for purely temporary purposes. Temporary 
advances to the State provide the banks with a convenient and secure 
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outlet for their surplus funds, and enable them to make profitable use 
of the large amounts of capital collected by them as numerous small 
deposits from their customers throughout the country. 

Temporary State borrowing is advantageous also when rates of 
interest are high and long-term loans are difficult to obtain, so that it 
is clearly unwise for the Government to undertake long-period 
borrowing. Temporary borrowing enables the State to absorb savings 
as they are made, without necessarily disturbing conditions in the 
Money Market, and at rates that can be adjusted to changes in the 
interest level ; e.g., one short-period loan may be paid off as it falls 
due with another loan obtained at a lower rate of interest. It is for this 
reason that the system of maintaining a proportion of unfunded or 
floating debt is so largely used in modem communities. 

As a rule, temporary loans by the State are obtained internally from 
the Money Market, banks, private individuals or from other Govern¬ 
ment Departments. It is very exceptional for temporary State loans to 
be obtained from other countries. 


Long-period and Permanent Borrowing 

Long-period loans are usually necessary and are certainly advisable 
when heavy expenditure has to be incurred on an object of national or 
local importance, such as war and defence ; the restoration of an area 
destroyed by war, earthquake, flood or fire ; the construction of a vital 
social necessity (trunk railways, canals, irrigation works), or the 
nationalization of a basic industry. 

Outlay on war is economically unproductive but unavoidable once 
war is declared. Expenditure on the restoration of ruined areas is 
necessary if the community’s economic life is to be rehabilitated. The 
cost of economic necessities such as railways, canals and irrigation 
systems is usually more than counterbalanced by the ultimate gain, 
although the immediate return may be small in comparison with the 
outlay. Nationalization may be justified when a large industry in private 
hands has monopoly advantages or is so essential to a nation’s security 
and/or continued well-being that it ought to be controlled and owned by 
the State, and when its profits (if any) ought to go into the State coffers. 
Normally, too, the increase in the national debt is counterbalanced by 
the value of the revenue-earning assets nationally acquired. 

In all such cases it is rarely possible to raise the large funds necessary 
by temporary loans or by increased taxation without detrimental effects 
on the economic life of the community, so long-period loans are 
preferred for such purposes. They enable the heavy expenses and 
sacrifices incurred for the nation’s good to be shared by future genera¬ 
tions. They enable trade to be developed and, out of the wealth thereby 
created, loans to be repaid in the future at a smaller relative sacrifice. 
They enable large sums to be borrowed for long periods at interest rates 
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that entail lighter taxation burdens than would be required if the money 
were all raised forthwith by taxation, and while the lower rate of tax 
does not depress economic effort and lessens the immediate sacrifice. 
Long-term loans can thus be justified on psychological as well as other 
grounds. 

Long-dated loans are advantageous also, because they provide an 
outlet for the investment of private savings and the funds of the banks, 
business concerns, trusts, etc. They result in the transference to the 
State of the resources of individuals and concerns that can afford to 
lock away part of their capital yet wish to obtain a safe return thereon. 
They encourage the spirit of citizenship by giving investors an interest 
in the national finances and this, in turn, fosters a more vigilant watch 
over State expenditure and the use of public money. 

Other advantages of long-term loans are that information regarding 
their totals, kinds and costs is freely available, while the State can make 
convenient arrangements for the payment of interest thereon as it 
becomes due and for redemption of the loans at par or at market price, 
whenever it has arranged to do so or has surplus funds available for the 
purpose. 

Nevertheless, long-period borrowing is subject to several dis¬ 
advantages. As long-term loans can usually be obtained much more easily 
than large funds by taxation they may lead to abuse. Modern States 
would be less likely to undertake or prolong costly wars, or start costly 
development schemes, if they could not raise money by long-period loans 
and all their expenditure had to be covered by current income. 

Long-term borrowing tends to be disadvantageous when it imposes 

burdensome debts on future generations which have had no voice in the 

decision to incur the expenditure. The miscalculation, ambition or 

faulty diplomacy of the statesmen of one period may result in heavy 

expenditure on public works, war or defensive measures that bring 

little gain to future generations yet impose onerous commitments upon 
them. 

It has to be remembered, however, that a State forced into war by 
the aggression of another nation has usually no option but to incur 
immense debts on defence and/or the prosecution of the war. Generally, 
such expenditure cannot be financed out of current resources, and a vast 
increase in the national debt is usually the price present and future 
generations have to pay so as to live in peace, or, indeed, to survive at all. 

Long-period loans may be disadvantageous when interest rates are 
high and capital is scarce. A Government should not—and usually 
will not commit itself for a long period to large loans and high interest 
charges when it seems likely that prices and rates of interest will fall, 
for, if it did so, the annual interest charge and the sum to be repaid 
would become increasingly burdensome. Falling prices would send up 
the value of money and make repayments ultimately more burdensome 
in terms of goods, while falling interest rates would mean that the 



560 


ELEMENTS OF ECONOMICS 


Government would be paying more in the future than the current 
market rate for the money it had borrowed. 

In general, the creation of a large burden of permanent Government 
debt can be justified only in exceptional circumstances. Although 
permanent State loans have several advantages, the existence of large 
permanent Government debts and of heavy annual charges thereon act 
as a drag on trade and industry, and tend to hamper future economic 
and social development. 

The Burden of National Debt 

Long-period loans may be of two kinds : ( a ) internal , i.e., raised 
within the community itself ; ( b ) external , i.e., raised abroad, although 
possibly held in part by home investors. 

Where a Government borrows from its own citizens, i.e., internally , 
the payments of interest and the repayment of capital result merely in 
a redistribution of wealth within the community : money received 
from taxpayers is used to pay interest and to make repayments to the 
holders of the Government loans. From this standpoint, a long-term 
loan may not throw on posterity any burden that is not also borne by 
the generation raising the loan. In most cases, both present and future 
generations lose because the loan leads to a change in the use of 
resources. When a Government borrows for war purposes, it uses 
resources of labour and materials that could have been used to build 
houses, schools, hospitals, etc., so that people now and in the future 
are deprived of useful capital equipment. 

Frequently, the need to meet interest charges on loans raised by 
previous generations compels a reduction of expenditure on social 
services and development works in order to keep taxation at a reasonable 
level, so that future generations who suffer by the reduction of 
expenditure on social services are penalized by the actions of their 
forebears. 

Where loans are raised externally , future generations in the borrow¬ 
ing country may suffer because the payment of interest and repayment 
of capital give foreigners the right to receive goods and services from 
the borrowing country without giving anything in return. Even here, 
however, there may be no real future burden on the borrowing country 
if the funds borrowed lead to an increase in its productive efficiency. 

Unregulated Issues of Inconvertible Paper Money 

Many States have raised funds for emergency expenditure by the 
issue of inconvertible paper currency, though resort to this device for 
such purposes is now less frequent than it used to be. Nations have 
learnt by bitter experience the great difficulty of controlling and 
limiting inconvertible note issues, and the manifold evils that ensue if 
such issues get out of hand. 
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Note issues not convertible into gold or otherwise not strictly con¬ 
trolled tend to inflict incalculable loss on the community by causing 
inflation, disturbance of trade and exchange, and damage to the national 
credit. As the result of an overissue of currency by country A is a fall 
in the purchasing power of country A’s currency, such an issue is merely 
a forced levy on capital or income. Inconvertible note issues are a 
source of danger to the national finances because of the temptation to 
increase the issues as demands on the public treasury increase, while 
every additional issue makes more remote the prospect of the re¬ 
establishment of a sound currency system. This method of raising 
funds can be utilized only to a limited extent, if disaster is not to follow. 

When excess inconvertible note issues lead to inflation and high 
prices, they exact a greater relative contribution from the poorer classes 
because higher prices for food and clothing affect the poor relatively 
more than the rich. The impact of such issues is comparable with that 
of a regressive tax, which, as we have seen, infringes the canon of equity. 
Furthermore, a period of rising prices is a paradise for speculators and 
profiteers who are enriched while wage-earners and people with fixed 
money incomes bear an increasing burden. (“ Prices go up by the lift, 
but wages by the stairs.*’) 


Advantages of Public Credit 

Public credit is but one aspect of the great economy and convenience 
of the modern credit mechanism. 

Public credit has made possible the provision of costly social 
necessities (e.g., improved roads and pure water supplies) which could 
be provided out of current revenue only with difficulty or not at all. 
It has enabled new countries to borrow from older and wealthier com¬ 
munities for productive outlay on development work (e.g., roads, 
railways, canals, irrigation and harbours) as well as to finance purchases 
of much needed imports (e.g., food, raw materials, clothes and mach¬ 
inery). The result has been to promote the economic development of 
such countries and to benefit the world generally because of the widened 
field for international trade and the increased resources made available. 
Public credit to finance Government expenditure for war and defence 
purposes is unavoidable if not always beneficial, and almost equally 
essential is the provision of funds for the restoration and rehabilitation 
of areas damaged or devastated by war or natural calamity. 

To lending countries, public credit affords several advantages. 
It provides a usually secure and reasonably remunerative outlet for 
the surplus savings of the people and for the surplus funds of banks, 
trusts and business enterprises. It gives investors a direct interest in 
the affairs of their own country and of other nations, and tends to foster 
trading relations with the borrowing States, particularly as they are 
likely to be favourably disposed towards, or even pledged to, commercial 
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intercourse with the accommodating country. The lending country’s 
industries and overseas trade benefit because the proceeds of inter¬ 
national loans tend to be spent in the country that makes the loan; 
usually this is a condition of the granting of the loan. Overseas lending 
is ultimately beneficial, also, in its effects on the lending country’s 
balance of indebtedness : the interest and instalment payments provide 
a regular income that helps to maintain a favourable balance of payments 
and favourable foreign exchanges. This was for many years the case 
with Britain before the first World War ; and, largely because Britain 
had to sell almost all her foreign investments during the second World 
War, she later experienced great difficulty in paying for her imports 
and equilibrating her balance of payments. 


Disadvantages of Public Credit 

Despite its great advantages, public credit has certain marked dis¬ 
advantages which have been accentuated in recent times with the 
enormous growth in public debts. Its most serious defect is its tendency 
to encourage extravagance. State departments and officials are not 
always as careful with public funds as are individuals with their own 
capital and income. Expensive schemes may be undertaken that would 
not be considered if their cost had to be met out of current income, and 
the danger of bureaucratic extravagance increases as facilities for public 
borrowing extend with the development of the national and inter¬ 
national credit mechanism. 

In relatively undeveloped countries, particularly, public credit is 
liable to be abused by too much external borrowing, sometimes to the 
great detriment of the nation concerned. “ Young ” countries are 
naturally anxious to progress and develop their resources. But this 
ambition frequently results in wasteful and extravagant expenditure, in 
speculative enterprise, in excessive borrowing and in burdensome taxa¬ 
tion that tend ultimately to retard economic development and hamper 
rather than promote progress. In the end, such States may incur 
obligations out of proportion to their capacity to repay, and may be 
forced to repudiate their debts, with adverse effects on their foreign 
credit which may take years to efface. 

Borrowing from other countries should be resorted to only with 
moderation and discretion. Within limits, such borrowing may be of 
great advantage in improving the borrowing State’s general productive¬ 
ness and in increasing its national wealth. But external borrowing 
involves an annual interest payment to a foreign State; it means that 
part of a nation’s income must be transferred to another nation. As long 
as the ultimate return is greater than the cost all may be well; but if 
foreign borrowing is carried to excess, the annual drain for foreign 
interest payments, for repayments and the service of loans has to be met 
by increased taxation, or by further borrowing. In the result, produc- 
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tivity may be checked, and the paying country impoverished by its 
growing burden of debt. The wealth that should contribute to progress 
and development is exhausted in meeting the annual debt charge. 

Whenever possible, therefore, a State’s increased expenditure should 
be met by increased taxation, and resort should be had to foreign loans 
only when such a step is inevitable or whm the ultimate benefit and 
return are reasonably assured. Special taxation, though hard to bear 
at the time, may in the long run involve less derangement of a nation’s 
international position and ultimately less sacrifice than would be 
involved by the annual provision of interest and the periodical search 
for foreign exchange to make'repayments. Also, as the burden of public 
debt and of the annual charge for interest and repayments increase with 
every fall in the general level of prices, additional financial strain may 
be imposed on the borrowing community. 


Limits to National Borrowing 

There is a limit to the total amount of loans—as of taxation—that 
can be raised in any community. The progress of society involves 
a continuous demand for new capital for the maintenance and extension 
of its productive organization, and national borrowing—whether aided 
by inflation or not—cannot encroach on the supplies of capital required 
for these purposes without detriment to national development. Thus 
the first limit to the absorption of capital for State purposes is set by 
the amount required for the nation’s business requirements. Under 
stress of national emergency, such as war, this limit may be exceeded, 
and the productive organization may have to be content with enough 
or too little capital to enable it to function efficiently. 

The upper limit to borrowing is the total capital that can be saved 
by the community under the stimulus of patriotism and of pressing 
Government demands for additional supplies. The State may borrow 
all the capital available for business and developmental purposes, but 
to attempt to do so is to make inroads into the nation’s necessary 
working capital, hamper industry and jeopardize the general well-being. 

In such conditions, communities usually resort to external borrow¬ 
ing, or to the issue of inconvertible paper money. As we have seen, the 
limit to the amount that can be borrowed from other countries depends 
on a variety of factors, such as the state of the national credit abroad 
and the ability or willingness of other States to grant loans. As we have 
seen, however, the issue of inconvertible paper money to finance State 
requirements leads almost inevitably to inflation. 

The resultant rise in prices may impose “ forced saving,” in that 
first those with fixed incomes, and later others as well, have to reduce 
consumption. There is consequently reduced competition from con¬ 
sumers’ goods industries for the resources the Government chooses to 
employ. As inflation proceeds, the purchasing power of money continues 
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to fall. The Government has to borrow larger sums and inflation 
increases still further. Ultimately a point is reached when consumption 
cannot be further decreased and there is no more “ forced saving ” to 
make resources available to the Government. But the probability is 
that, long before this, inflation will have caused such unwillingness to 
hold money that no funds are available for essential business needs. 
The consequent dislocation of industry and the burden of Government 
debt are likely to have ruinous consequences. 

BRITISH NATIONAL DEBT 

Since its inception at £1,200,000 in 1694, the British National Debt 
has almost continuously increased, mainly because of heavy war 
expenditure. Despite considerable reductions at various periods, it is 
now enormous. 


TOTAL DEAD-WEIGHT OF DEBT 

in £ millions 

1914 1919 1930 1938 1940 1943 1945 1951 


650 7,435 7,469 8,026 8,932 16,855 23,430 25,781 

Britain’s National Debt is made up as follows :— 

Internal Debt 

1. Funded Debt (e.g., Consols). This, usually embodied in 
stock, is a practically permanent form of debt repayable only after 
a long period or redeemable only at the option of the State. In 1914, 
the Funded Debt formed 90 per cent, of the National Debt; in 1951 
it represented only 15 per cent, of the total. 

2. Terminable Annuities, e.g., the capital liabilities of the 
State in respect of annuities payable to holders for various terms of 
years. By issuing these annuities, the State substitutes a terminable 
annual charge on its revenue for its liability in respect of both capital 
and interest on a portion of the permanent debt. 

3. Unfunded Debt. In this item are included various forms 
of short-dated loans, such as Treasury Bonds and National Savings 
Certificates. 

4. Floating Debt. This includes Ways and Means Advances, 
Treasury Bills and Treasury Deposit Receipts. In March, 1951, 
Britain’s floating debt (about one-quarter of the National Debt) 
comprised Treasury Bills, 86 per cent.; Treasury Deposit Receipts, 

6 per cent.; Ways and Means Advances, 8 per cent. 
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Most of Britain’s internal debt has been created by public sub¬ 
scription through the agency of banks, finance houses, etc. 1 he negoti¬ 
ation of State loans from banks or finance houses—a method often used 
by foreign Governments, etc.—is not as a rule adopted by the British 
Government. Subscriptions are forwarded to the Bank of England, 
which conducts all the work of registration, issue of certificates, etc. 
For the convenience of small investors, particularly Post Office Savings 
Bank depositors, small holdings of issues of Government stock, known 
as Post Office Issues, are registered and controlled by the Postmaster 
General and not the Bank of England, subscriptions for such issues 
being accepted through the numerous Post Offices in the Kingdom. 

External Debt 

This consists of the loans contracted by this country in the British 
Commonwealth, the United States and other countries. 

Methods of Reducing the National Debt 

1. Sinking Fund. The principle of a sinking fund is that a stated 
sum of money is set aside annually in respect of a given loan so that 
after a term of years the accumulated total, including compound interest, 
will be sufficient to redeem the loan when it is due for repayment. 

In the past, various sinking funds have been established in Britain 
in an attempt to ensure that the dead-weight debt would be reduced by 
regular contributions from the Exchequer, but in most years the 
contributions have had to be suspended because of Budget deficits. 

In 1928, the difficulty of maintaining sinking fund contributions led 
to the adoption of the principle of a fixed debt charge , i.e., a fixed charge 
against the Budget to cover (a) the original sinking fund contributions, 
(b) a further allocation to debt redemption, and (c) the annual cost 
of national debt interest and management. It was arranged that if, 
owing to a Budget deficit in any year, the debt charge was not met, the 
provision in the following year for the fixed debt charge was to be 
increased by the amount of the accruing deficit. Pressure on the 
Exchequer due to heavy extraordinary expenditure on armaments, etc., 
forced the suspension of this salutary method of debt redemption. 

2. Application of Surplus Revenue. —The problem before the 
Exchequer is to balance the Budget, but, on occasion, a deficit or a 
surplus may be deliberately induced as a matter of fiscal policy. Part 
of any Budget surplus resulting from high taxation designed to reduce 
inflationary pressure (as in 1948-49 and following periods) may be 
applied in debt reduction. 

3. Redemption by Purchase of Stock in the Market.— Under 
this method the Treasury purchases Government stock on the Market 
whenever conditions make the operation possible and profitable. In this 
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way, the Government may borrow at a lower rate to redeem stock 
carrying a higher rate and so reduce the net burden of debt, or it may 
apply surplus revenue for such reduction as is possible. Such operations 
must be based on sound financial principles, because money applied to 
pay off Government debt returns at once to the Market and unless 
quickly absorbed may lead to inflation. Also, such operations must be 
conducted with secrecy and care, otherwise a rise in stock market prices 
may wipe out the anticipated gain. 

4. Terminable Annuities. — These have been previously 
referred to as a separate form of Government debt. They involve the 
substitution of an annuity for a period of years or for life in place of a 
given amount of permanent debt. As the amount of every annuity 
granted is greater than the interest on the surrendered stock, every new 
annuity involves an increased temporary drain on the Exchequer, but 
ultimately a certain amount of debt is wiped off and the Exchequer 
benefits further if the annuitant dies before the expectation date is 
reached. 

5. Conversion. —This method (which may be made optional or 
compulsory to holders of stock) involves the conversion of one loan into 
another that carries a lower rate of interest and/or is repayable at the 
expiration of a longer period, the object being to reduce the annual 
debt charge and/or give the State a longer time to repay. 

A conversion scheme may be made compulsory, as when holders of 
loans repayable at any time , or during a fixed future period, are offered 
the alternative either of immediate repayment of their holdings, or a new 
stock bearing a lower rate of interest. 

Successful conversion operations necessitate a good state of public 
credit, prudent administration and a period of low interest rates. When 
carried out at times of falling interest rates, holders who convert obtain 
the advantage of a certain—though possibly reduced—return for an 
extended period. In some cases, holders are offered special inducements 
to convert into longer-period loans, e.g., an undertaking to repay in the 
longer period more than the original sum borrowed or the sum 
originally promised to be repaid. 


REVOLUTIONARY PROPOSALS FOR DEBT REDUCTION 

The foregoing methods cannot within any reasonable period reduce 
enormous debts, such as those accumulated by Britain, and many 
proposals have been made to effect more speedy reduction of the debt 
burden. These include (1) repudiation of the debts; (2) forced 

reduction of the rate of interest on the debts ; (3) increased taxation of 
higher incomes with a view to paying off the debts ; (4) a capital levy 
with the same objects as in (3). 
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Repudiation and Cancellation 

Repudiation of national debts involves a refusal by the State to 
recognize its obligations in respect of both the capital sum and the 
interest payable thereon, and is naturally disastrous to the nation’s 
credit at home and abroad. In the past, several overseas countries have 
repudiated their debts, but such a course is not likely to be adopted 
by Britain or by any State whose international business depends on its 
reputation for fair dealing and solvency. 

Repudiation is as economically unsound as it is morally dishonest 
and ethically unjust. As far as external obligations are concerned, it 
cannot be defended on any grounds. It tends to drive capital away 
from the defaulting country, and to injure it socially, politically and 
economically. Internally, repudiation involves penalizing investors in 
State loans to benefit investors in other securities ; it involves penalizing 
prudent and thrifty citizens for the benefit of less prudent ones ; it 
involves discrimination against a particular form of saving and wealth. 

Many supporters of repudiation overlook or ignore the facts that 
investment in national securities is by no means confined to the wealthier 
classes ; that repudiation would deprive many working people of their 
hard-won earnings and life savings and possibly force them to fall back 
on State support. 

Reduction of the Interest Rate 

Similar objections apply to the forced reduction of interest on 
Government debts. The effect of such a reduction is to penalize 
investors in Government loans for the general benefit, while investors 
in other securities tend to gain in higher market values for their stocks. 
In general, such breaking of contractual obligations between Govern¬ 
ment and investors is morally and financially unsound, and increases the 
difficulty of making future borrowings. On the other hand, the reduc¬ 
tion of interest on long-period loans may be justified if the general level 
of interest rates has markedly fallen since the loans were first contracted, 
though regard should be had to the position of holders who have bought 
their holdings in the open market at values representing the interest- 
earning capacity of the securities at the higher rates prevailing. 

Increased Taxation of Higher Incomes 

The imposition of high rates of taxation on higher incomes for 
purposes of debt reduction is a subject of great controversy. Generally 
speaking, the economic objections to heavy taxation apply equally to 
higher as to lower incomes, while any considerable increase in taxation 
on higher incomes amounts practically to a capital levy with all the 
inequalities and discriminating effects of such a measure (see page 568 ). 

The^ objections that the supply of savings for industry comes 
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these sources of savings, no longer carry the weight they once did. 
As has already been pointed out (page 553), the funds taken away by the 
State as taxation are not necessarily dissipated, and their expenditure, 
whether on capital goods or not, tends to increase general incomes. 
When these increased incomes are spent (and as taxation is in general 
re-distributive, there is a presumption that a large proportion of the 
increased incomes will be spent), investment becomes profitable in 
consumer goods industries, activity in capital goods industries in¬ 
creases, more people are employed and the higher level of incomes 
enables enough to be saved to cover the cost of current investment. 

Business men argue that the burden of additional high taxation 
tends to reduce an export nation’s competitive power in the world’s 
markets. The general effect of taxation on export prices is examined 
elsewhere in this volume. The adverse consequences that result from 
high taxation are aggravated if the taxation policy of the State is 
unbalanced ; or if taxation rates are so high that industrial undertakings 
are deprived of the funds they need for re-equipment and/or the 
adoption of new methods ; or if the State, whose expenditure may be 
unproductive, takes from the Money Market too large a share of the 
funds that would otherwise be used in productive business. If these 
mistakes are avoided, the State’s activities, in making the home market 
more prosperous, may offset the effects of any reduction in export trade. 
Moreover, prosperity in the home market may make the country a better 
one in which to sell and so tend to increase the sum total of international 
trade. If, however, a country has to rely on its exports to pay for its 
essential imports, any serious obstacle to its exporting capacity must 
ultimately have serious consequences on its home market. 

A Capital Levy 

Many socialists and economists support proposals for a progressive 
levy on the capital of individuals to reduce the National Debt. They 
argue that as long as national debt charges continue to absorb so high 
a proportion of State revenue, taxation must remain high to provide 
the funds to meet such charges. Industry and trade suffer through the 
absorption of the community’s working capital in taxation, while 
increased expenditure on social services—such as education, housing, 
social insurance and public health—is made difficult if not impossible. 

It is argued, also, that a capital levy would directly relieve the 
burden on the working classes, which cannot afford to bear any 
increased tax burdens. In war such classes have to pay the heaviest 
toll in life, limb and health, whereas the capitalist classes add con¬ 
siderably to their wealth and receive vast annual sums as interest on 
their monetary contributions to the national effort. As much of this 
interest comes from the revenue extracted from the working classes, 
those classes are involved in a double sacrifice for the benefit of the 
wealthier members of the community. 
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Those who favour a capital levy further maintain that a levy is no 
more unjust than high taxation ; that it is incalculably better to suffer 
one immediate impost in the form of a capital levy than to bear a heavy 
annual burden for many future years in the form of taxation. They 
argue that the relief from taxation consequent on a levy would stimulate 
industry, relieve unemployment, improve the conditions of the working 
classes, and make possible an increase in wealth and productivity that 
would more than make up the loss occasioned by the levy. They 
maintain, also, that the adoption of a system of progressive taxation 
(implicit in a capital levy) would tend to ensure equality of sacrifice ; 
that the imposition of a proportionate levy on capital is, in fact, no 
more than an extension of the present system of surtax and heavy legacy 
and death duties. 

Those who oppose such contentions argue that many workers as well 
as employers gain during a war period, and that, while the State usually 
demands a larger share of so-called “ excess profits,” it usually does 
little, if anything, to tax excess wages. They argue also, that, although 
the working classes apparently suffer heavier physical casualties during 
wars than are borne by other classes, the reason is that they constitute 
the larger section of the community, and that equally high—if not 
greater—losses are suffered by other classes in proportion to their 
numbers. Furthermore, they say, the provision of funds for war is as 
essential to national defence as is the supply of men. 

The importance of debt-service as an item of budgetary expenditure, 
though substantial, is sometimes much exaggerated. Thus in 1950-51, 
interest and management of Britain’s National Debt amounted to 
14 per cent, of total expenditure, but even a 28 per cent, reduction in 
interest would still have left Budget expenditure well over £3,000 
millions. 

By many people a capital levy is condemned on the grounds that it is 
immoral and confiscatory ; that it discourages saving and induces a 
“ flight ” of capital from visible property of all kinds ; and that, once 
the security of property rights is endangered by a levy, few people will 
believe that the precedent established will not lead to even more drastic 
attacks on individual wealth. 

The practical difficulties are immense. A heavy capital levy in 
Britain would involve a great realization of securities and property, 
with a consequent incalculable dislocation of values that would 
undoubtedly harm the social and economic structure. It is difficult also 
to see how individual contributions could be equitably adjusted. 
Would a professional man with a large income but little capital be 
assessed in the same way as a similar professional man with a small 
income but much capital ? Are the prudent and thrifty to be penalized 
while the careless and extravagant go free ? Would personal effects and 
household goods be subjected to the levy, or would it apply only to 
invested capital ? If so, the investing classes would be unfairly 
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penalized, for they already bear the main burden of taxation. And if 

household goods and personal effects are to be included, how would 
they be evaluated ? 

To these contentions the supporters of a capital levy reply that 
no great realizations of property would be necessary, as much of the 
contributions could be made by the simple transfer of title-deeds and 
securities to the Government or its creditors. Undoubtedly, however, 
such a process would be costly and involve a considerable staff. 

The contention that the transfer of credit would deplete the sources 
from which industry is financed has already been examined. If this 
did come about, unemployment would result, but only to the extent 
that the State or those receiving the funds would use the funds less 
productively than the former owners. 

Consideration of the foregoing proposals leads to one conclusion : 
there is no short-cut to debt redemption. Only by patient and laborious 
effort, by unstinting care of the national credit, and by a well-conceived 
economy can the burdens of the State be reduced. Some people contend 
that reduction of the rate of income tax is to be preferred to immediate 
debt reduction, but, although relief in the second case is less direct, 
it is likely to be no less widespread and penetrating in its benefits. 
Debt reduction should lead to an improvement in the national credit, 
to the lowering of the rates at which money can be borrowed for 
Government use and for industrial purposes, and it should facilitate 
future conversion schemes. 

Britain’s Special Levy, 1948 

The April, 1948, Budget imposed a small “ once-for-all ” levy 
largely payable out of capital. It was based on the investment-income 
of individuals for 1947-48, and was additional to income tax. The 
valuation difficulties besetting any thorough-going capital levy were 
avoided in this special contribution, which was imposed for the purpose 
of combating inflationary pressure and was estimated to yield £105 
million. 


BRITISH MUNICIPAL DEBT 

Large sums have to be borrowed by local authorities to meet 
extraordinary expenditure that cannot be covered out of current 
revenue ; e.g., to provide long-term capital for undertakings such as 
waterworks, harbours, piers, docks, quays, public baths, cemeteries, 
tramways and housing schemes. 

As a rule, no local authority has legal power to borrow unless 
expressly or impliedly authorized to do so by statute, and the borrowing 
powers are in all cases under the control of a Government Department, 
from which sanction is necessary before any loans can be contracted. 
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Careful centralized control of such loans and of the arrangements 
for repayment is essential to avoid waste and extravagance, particularly 
in view of the vast growth in modern times in the functions, size and 
obligations of local authorities, and the facts that local administration is 
liable to be affected by local interests and prejudices, and that wide 
publicity, intelligent criticism and knowledge of financial principles are 
often wanting. 

Methods of Municipal Borrowing 

In the past, loans for municipal purposes have been raised in several 
ways, e.g., by the issue of stock for public subscription (the usual 
method, especially with large authorities) ; by borrowing from the 
Public Works Loans Commissioners; by raising mortgages on property 
and rates ; by bank loans, and by the issue of bills of exchange. 

The Local Authorities Loans Act, 1945, provided that, as from the 
coming into effect of the Act and until 31st December, 1951 (later 
this date was extended by Parliament), it should be illegal for a local 
authority, without Treasury approval, to borrow funds otherwise than 
from the Public Works Loans Commissioners. At the same time the 
powers of the latter body (as laid down in the Public Works Loans Act, 
1875) were extended to cover the granting of a loan to a local authority 
for any purpose for which the local authority possessed borrowing 
powers. By the 1945 Act, the Treasury was authorized to issue the 
necessary funds out of the Consolidated Fund of the United Kingdom, 
instead of (as in the past) raising the necessary funds by creating and 
issuing additional Local Loans Stock. 

The Public Works Loans Act, 1941, authorized the Treasury to 
advance money to facilitate the conversion of local government securities, 
and this provision was extended by the Local Authorities Loans Act, 
1945, to permit the Treasury to advance an amount equal to the price 
of any part of a new issue not taken up by the public. Several conversion 
schemes have since been undertaken, and the necessary Treasury aid 
has been forthcoming when a new issue has not been fully subscribed. 

Repayment of Municipal Loans 

Local Authority loans raised for the purchase of capital assets, or 
for other capital expenditure, must be redeemed within the period fixed 
by the controlling Department, and this period must not exceed the 
life of the asset or work on which the funds are spent. There are various 
methods of repayment. 

1. Fixed Instalment System. —The loan is repaid out of local 
revenue by equal instalments of the principal sum borrowed during the 
whole period of the loan, interest being paid on the diminishing 
balance. This method is generally adopted when the borrowing 
authority is in a sound financial position, and can depend on the 



572 


ELEMENTS OF ECONOMICS 


necessary surplus of revenue. A possible disadvantage is that the charge 
is heavier in the earlier years, when revenue from the asset created 'may 
not be large, and diminishes gradually throughout the period as 
increased revenue comes in. This method is, therefore, most suitable 
when no permanent or increasing monetary benefit is expected from 
the expenditure of the money borrowed. 

2. Annuity System. —In this case equal instalments, consisting 
of principal and interest, are repaid each year, the amounts being 
adjusted so as to wipe out the loan and interest thereon when the last 
instalment is paid. In this way, the net charge on the ratepayers is 
equalized over the period of the loan, and the system is, therefore, most 
suitable where benefits of a permanent character are anticipated. 

3. Sinking Fund Plan. —This method, which we have seen is 
somewhat loosely applied to national funded debts, is more strictly 
applied in relation to loans by local authorities. Under this plan, 
interest is paid on the whole amount of the loan for the full period for 
which it was sanctioned, and the loan is repaid in one amount at the 
end of the period. The amount required for repayment is provided by 
appropriating, from the revenues of the years during the life of the loan, 
equal sums which, with compound interest added, at the end of the 
period equal the total amount borrowed. The sums thus appropriated 
may be left on deposit with a bank at an agreed rate of interest, or may 
be invested in outside securities of sound value and assured yield. 
In calculating the amounts of the annual appropriations, due allowance 
is made for income tax and for any actual or anticipated depreciation 
in the value of the investments. The annual interest on the loan is, 
of course, also debited against annual revenue. 

This method is frequently used because money can usually be 
borrowed on the most favourable terms when it is repayable in a lump 
sum and a definite annual interest payment can be anticipated by the 
investor. Other advantages are that the yearly charge to revenue is 
uniform, and that the method is suitable for both long- and short-period 
loans. 



CHAPTER 36 


THE DEVELOPMENT OF ECONOMIC THEORY 

The rudiments of the study of Economics existed in times before any 
of which we have reliable record. Wherever thought was given to the 
activity of man in the community, or wherever governing principles 
were laid down concerning such activity, some kind of economic theory 
was in being. When the sages of old laid down rules governing the 
conduct of man, in his daily vocation and in the communal worship of 
the accepted deity, such rules of conduct, based on the fruit of past 
experience, were a form of rudimentary Economics. 

Thus we may trace the earliest expression of thought on matters 
economic to the Oriental Theocracies , systems of government by a 
priestly caste representative of the tribal or recognized diety. Thees 
communities formulated and enforced rules governing not only the 
relations between man and the deity and between man and the State, 
but also the activities of man in his efforts to gain a livelihood. The first 
Books of the Old Testament, for example, contain the elements of a 
rudimentary economy as interpreted by the leaders of the Israelities, 
and similar records survive of Oriental theocracies of an almost equally 
distant past. 

Greece and Rome 

More recognizable as the beginnings of the science of Economics is 
the philosophy of Ancient Greece. In the speculation of the Old Greek 
philosophers we find the first senous attempts to discuss and consider 
the problems that confront man in his daily activities. But magnificent 
as was the contribution of these wonderful philosophers to thought 
and knowledge, that contribution has proved of little practical use to 
the modern economist. Conditions of life in Greece were fundamentally 
different from those of today. The Greeks regarded manual labour as 
fitting only for the slave, whose master was thereby freed to devote all 
his energies to the service of the State. The result was an undue 
exaltation of mental over physical labour. 

The philosophical speculations of the Ancient Greeks, masterly and 
scholarly as they were, had a strong ethical, religious and political bias, 
while man’s fundamental activity, his struggle for means of sustenance, 
was treated as being of minor importance. The writings of Aristotle, 
Xenophon, Plato and Thucydides dealt to some extent with what we 
should call political economy, but their speculations were mainly 
abstractions concerning the ideal State, or studies of an economy that 
was mainly domestic. Nevertheless, Aristotle was the first to recognize 
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a distinct science of Economics, in that he divided his doctrine con¬ 
cerning the State into the separate sciences of Ethics, Politics and 
Economics. His denunciation of interest influenced mankind for 
centuries. 

In later years, when Rome became the centre of knowledge and of 
power, her philosophy followed closely that of Greece, and con¬ 
temptuously dismissed commercial and industrial activity as a sphere 
unworthy of the energies and attention of free men. 

The Middle Ages—A.D. 400-1300 

During the Middle Ages, little of importance was added to the 
general body of economic thought, mainly because conditions were 
generally anything but conducive to the development of economics or 
any other science. Europe was in the melting-pot; there were 
numerous wars ; nev/ nations were coming to birth, and all peoples 
were concerned with the political rather than the economic structure 
of the community. While national boundaries were uncertain and the 
subject of continual conflict, there was little or no opportunity for the 
growth of a cohesive economic organism or for an organized study of 
economic problems. For most of this period, the feudal system held 
complete sway. Agriculture and industry were bound by the toils of 
custom, while restraints on free economic activity gave little impetus to 
the investigation and solution of such economic problems as then 
existed. 

The Modern Period 

As Medievalism gave place to the Age of Discovery and the bonds 
of feudalism slowly slackened, commercial enterprise was encouraged 
in every direction. In all countries, money acquired a new and much 
more important significance, while the rise of capitalism brought in its 
train a variety of complex economic problems. 

One of the earliest questions to attract the attention of politicians 
and merchants at this time concerned the subject of usury ; Should 
or should not interest be paid on money borrowed ? Though the 
taking of interest was forbidden by the Canor Law, the justice of this 
prohibition was questioned by the growing spirit of doubt manifested 
in the Revival of Learning, and the old controversy concerning the 
rightfulness of payments for the loan of money (which was often used 
unproductively) raged more fiercely than ever and was oestined to 
remain unsettled until a much later period. During this time much 
more attention was devoted to economic problems, and some specula¬ 
tions anticipated economic theories that were to be developed by later 
economists. 

By the end of the sixteenth century, the great development of trade 
and commerce following the discovery of the New World and of new 
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resources increased the importance of economic problems, especially 
those that concerned the monetary system of exchange. Largely 
because the silver currency of England, like that of other countries, was 
much debased by sweating and clipping and had fallen in value as a 
result of the output ot silver from the Americas, several writers were 
impelled to expound the place and functions of money in the com¬ 
munity, and direct attention to the prevalent abuses. Among these was 
Sir Thomas Gresham , financial adviser to Queen Elizabeth and founder 
of the Royal Exchange, who gave prominence to the doctrine con¬ 
cerning bad and good money now known as “ Gresham’s Law ” ; 
Bacon , who published his famous “ Economia ” ; and William Stafford , 
who in 1581 published his “ Briefe Conceipte of English Policy,” 
a comprehensive treatise on current economic problems. 

Naturally, state policy at this period was greatly influenced by the 
increasing importance of money and of the precious metals, particularly 
as the vast power of Spain, England’s greatest rival at this period, 
appeared to rest mainly on her boundless supplies of silver from the 
New World. 'The “ Bullionists ” of this age regarded the precious 
metals as the only real source of wealth, and adopted various expedients 
to direct or control trade in order to promote the inflow of such metals 
and restrict their outflow as much as possible. 


Mercantilism 

Later writers and politicians developed a refinement of this policy. 
"T hey emphasized the importance of controlling foreign trade in order 
to increase national power and wealth, conserve and develop national 
industries, and induce the inflow of the precious metals. Such was the 
doctrine of Mercantilism which controlled national policy in Britain 
and other countries for hundreds of years. In France, the doctrine was 
known as Colbertism , after the French minister Colbert, a vigorous 
exponent of Mercantilism. 

In Britain Mercantilism involved :— 

1. The encouragement of British shipping by various Navigation 
Acts, with the object of retaining the nation’s carrying trade for 
British vessels and maintaining a strong mercantile marine as the 
nucleus of a strong navy. 

2. The protection and development of agriculture by means of 

the Corn Laws so as to make Britain independent of foreign supplies 
of food. 

3. The fostering and protection of home industries (a) by duties 
to discourage the import of foreign manufactures, and ( b ) by granting 

bounties to encourage the import of raw materials and the export 
of finished goods. 
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4. The maintenance of a favourable “ balance of trade,” i.e., an 

excess of exports over imports, so as to promote the inflow of the 
precious metals. 

During tne seventeenth century, when Mercantilism was at its 
height, its doctrines were attacked by a number of writers on economic 
subjects and notably by Thomas Mun. He agreed with the necessity 
for the maintenance of a favourable trade balance in the aggregate but 
not necessarily with each country. He showed that an unfavourable 
balance of trade with one country might be offset by a favourable 
balance with another, and argued that it might be advisable for Britain 
to export money to some countries in order to reap a richer reward. 
Other writers, notably David Hume and William Locke, attacked 
Mercantilism in this country, while on the Continent also it had many 
vigorous opponents. By the middle of the eighteenth century its decay 
was well marked in most countries, although it persisted in Germany 
for many generations. 


The Physiocrats—“ Laissez Faire ” 

Towards the end of the eighteenth century, industry and commerce 
were slowly freeing themselves of restrictions. On all sides, conditions 
were shaping for a vast increase in economic activity, and the stage 
was being set for the enormous industrial and commercial expansion 
that was to take place in the nineteenth century. 

Mercantilism and the restrictive gild system were doomed. Both 
were thrust aside by the sudden bold activity of private enterprise and 
individual initiative. The change in general conditions was reflected in 
the revolution of economic thought, and there was growing acceptance 
of the views of the Physiocratic School , which maintained that man’s 
economic and other activities should be guided by the law of nature, 
and that man should be left to shape his own ends free from restraint 
and State control. 

The new doctrines obtained a firm hold in France, where the Physio¬ 
crats or Economistes were headed by Quesnay , the learned physician 
of Louis XV, and from that country the new ideas spread throughout 
Europe. Mercantilism, it is true, had made possible a vast increase in 
private wealth, the development of credit and banking, and the gradual 
although somewhat hesitating stimulation of individual enterprise. 
But the Physiocrats denied the soundness of the system. They con¬ 
demned the Mercantile principle of controlling commerce and industry 
in order to increase national wealth. They maintained that national 
production like individual enterprise should go its own way, unham¬ 
pered and unhindered by legislative interference. They believed in 
free competition, which they argued would automatically ensure that 
the production of wealth regulated itself in the best possible way. 
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Their policy was that of “ let alone ” and of natural liberty summed up 
in the famous phrase “ laissez faire, laissez passer .” 

Quesnay stoutly upheld free trade and said that “ to obtain the 
greatest possible increase with the least expense, or better still, the 
least painful labour with the greatest enjoyment, is the perfection of 
economic conduct.” In this respect, the Physiocratic doctrine con¬ 
tained much that is sound, but, unfortunately, the arguments of its 
exponents were frequently based on false assumptions. Their insistence 
that land is the sole source of wealth deprived their theories of much 
of their value, and gave them entirely incorrect views both of wealth 
and of the laws that control its distribution. “ Agriculture holds a 
dominant place in human industry,” they believed, “ because food is 
more necessary to life than anvthing else.” 

Also they held that ‘‘ agricultural labour is the only labour that 
increases the wealth of a country. When the expenses of cultivation, of 
the renewal of working capital, the profit of the cultivator, and the 
seed for the following year are deducted from the raw product of the 
ground, the owner still clears an income or produit net. Nothing similar 
exists in any other industry, particularly not in those connected with 
the production of articles of luxury ; the purchasers of manufactured 
goods repay the sellers the cost of production and the profit of the 
traders. These goods yield nothing further, their value is approximately 
equal to the value of the raw materials used by the workmen and traders 
either for carrying on the business or for their own support—this does 
not yield a produit net.” 1 

The Physiocrats thus maintained that no addition is made to 
wealth by manufacture, which, they said, merely changes the form of 
things in the same way as commerce merely distributes them. Land 
alone yielded a “ surplus,” and consequently in their view the only 
justifiable tax was a single, direct tax on land— V impdt unique. 

Quesnay’s views were developed and, in some respects, modified by 
other economists, notably Gournay and Turgot. To the former belongs 
the distinction of having originated the phrase “ laissez faire , laissez 
passer” while Turgot deserves a place in the history of economic 
science for his systematic presentation of its doctrines in his ‘‘Reflections 
on the Production and Distribution of Wealth ” (1766). 

Although their ideas were, in many respects, confused, the 
Physiocrats did much to promote the development of economic thought 
by their criticism of the older theories and by their treatment of political 
economy as a distinct branch of social science. Their conception of the 
surplus in agriculture paved the way for Ricardo’s famous Theory of 
Rent, and, though the Physiocrats were deceived as to the nature of 
wealth and identified it only with land, and though they were wrong in 
thinking that manufacture and trade are unproductive, their realization 

1 Palgrave, Dictionary of Political Economy. 



578 


ELEMENTS OF ECONOMICS 


that wealth does not consist of money alone enabled them to lay bare 
the fallacy of the Mercantilist theory of the balance of trade. 


Adam Smith : The Wealth of Nations 

Adam Smith, whose famous “ Inquiry into the Nature and Causes 
of the Wealth of Nations ” (published in 1776) has its place among the 
world’s greatest books, was greatly influenced by the teachings of the 
Physiocrats, and for a time was an avowed follower of Quesnay. The 
“ Wealth of Nations ” was the foundation of modern Economics ; it 
co-ordinated and arranged the theory of political economy, and paved 
the way for the treatment of Economics as an independent and 
systematic body of knowledge. 

Adam Smith drew freely on the works of his English predecessors, 
including Mun, Hume, and Locke. But to him belongs the achieve¬ 
ment of taking the raw material supplied by others, of adding to it 
from his own genius, and of moulding it into such a form that without 
losing any of its scientific value his book achieved immense popularity 
and was widely read. 

The “ Wealth of Nations ” appeared at a time of great 
changes — the Industrial Revolution was just beginning — and it 
created a tremendous impression on the minds of men. Its lasting 
merit was that it succeeded in imbuing all classes with the idea of 
freedom and liberty at a time when industry was crying out against 
State interference, restrictions and strangulating regulations. Adam 
Smith gave voice to the need for greater liberty. He emphasized the 
doctrine of self-interest : a doctrine that had much in common with 
that of the Physiocrats but was in direct opposition to Mercantilism. 
While he accepted the Physiocratic doctrine of free trade, he con¬ 
demned their theory of the supreme importance of agriculture, and he 
supported the Mercantilist Navigation Acts because he thought that 
the defence and security of the community were of greater importance 
than the accumulation of wealth. 

The “ Wealth of Nations ” has been much criticized, but the 
development of economic thought since the time of Adam Smith owes 
much to the theories enunciated by him. Many of his views stand 
today in the form in which they were stated by him ; others have 
formed the basis of modern theories. Some of his views have been 
extended, many have been adjusted and developed, but few have been 
dismissed as of no value. Some refinement of his theories was, of course, 
made necessary by changes in economic conditions after his day. His 
views on production, for instance, were formulated when the domestic 
system of industry was supreme, but even here his enunciation of the 
principles of division of labour is still unrivalled. His analysis of value 
had grave defects, but was nevertheless important because it suggested 
a problem of general value that was not solved until many years later. 
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Of special merit were his four famous canons of taxation, still accepted 
as the classic principles governing taxation policy. 

The influence of the “ Wealth of Nations ” can scarcely be over¬ 
estimated. It was the first methodical attempt to expound economic 
principles, and established a cohesive scientific basis on which future 
economists could build. Unfortunately, its slavish over-rigid inter¬ 
pretation by numerous over-zealous disciples resulted in a too great and 
harmful insistence on the principle of economic freedom. As a result, 
the teachings of Adam Smith were held responsible Tor many of the 
evils of free enterprise and for the refusal of governments to intervene 
to protect labour and to improve factory conditions. 

Bentham and Malthus 

The next contribution of value to Economic Science was that of 
Bentham , the founder of the Utilitarian School, whose main tenet was 
expressed in the phrase “ the greatest happiness of the greatest number.” 
Bentham contributed to the development of economic thought by his 
defence of interest, which finally settled an ancient controversy and led 
to the repeal of the restrictive Usury Laws. 

Malthus , who followed, issued a general work on Political Economy, 
but is remembered now for his famous “ Essay on the Principles of 
Population,” first published in 1798. Up to the time when he wrote, 
no country, after it had become populated, had been able to supply the 
necessaries of life freely. He argued, therefore, that the supply of 
population tended to grow in excess of the demand for it—that popu¬ 
lation had a greater power of increase than the means of subsistence. 
From this he drew the important conclusion that, unless the growth of 
population was checked by voluntary restraint, it would overtake the 
limit of subsistence and would then be curtailed by such “ positive 
checks ” as disease, famine, war, or some other form of suffering. 
Although his theory is no longer accepted, it threw considerable light 
on the important and intricate problems of population and the standard 
of living. 

The Classical School of Economists 

Ricardo was the first economist after Adam Smith to contribute to 
the general advancement of the science. He was greatly influenced by 
the “ Wealth of Nations,” but his “ Principles of Political Economy 
and Taxation ” (1817) unquestionably struck into a new path. Instead 
of regarding economic science, as Adam Smith had done, as “an 
enquiry into the nature and causes of wealth,” Ricardo regarded 
Economics as “an enquiry into the laws which govern the division of 
the produce of industry amongst the classes who concur in its forma¬ 
tion.” He made important contributions to Economics, and his famous 
theory of rent and his teachings on international trade and money 
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provided valuable bases for further investigation. Unfortunately, his 
methods of reasoning were almost purely hypothetical and theoretical; 
the human element was largely obscured in the abstraction and dog¬ 
matism of his argument. He consequently made many mistakes in 
attempting to foretell the future trend of economic activities from the 
conditions of his day and his work and that of his followers were largely 

responsible for the characterization of Economics as “ a dismal 
science.” 

The next economist of mark was N. W. Senior , a disciple of Ricardo, 

who carried almost to excess the abstract and deductive methods of 

economic analysis. Senior showed much originality of thought, 

particularly in his attempt to improve the form in which economic 

doctrines were stated, but he is remembered chiefly for his abstinence 

theory of interest (see ante , Chapter 19). James Mill , father of John 

Stuart Mill, and M Culloch also helped to develop Ricardo’s theories, 

but they contributed comparatively little to the advancement of the 
science. 


John Stuart Mill 

John Stuart Mill was the last of the classical school. His “ Principles 
of Political Economy,” published in 1848, is a valuable treatise, con¬ 
taining as it does much useful historical and descriptive detail. He made 
no independent contribution to economic doctrine, and the Wages Fund 
Theory, which was associated with him, he later abandoned. Never¬ 
theless, John Stuart Mill accomplished for Economics in his day almost 
as much as Adam Smith had done in its younger days. Mill attempted 
to sum up and weave into one coherent and complete system the dis¬ 
jointed and unco-ordinated economic theories of his father, James Mill, 
of Adam Smith, and of Ricardo. His work, though not original, was 
sufficiently important to place him next to Adam Smith among the 
world’s great economists, largely because his wide knowledge and 
experience of social affairs permitted him to develop his subject in a 
more practical way than his predecessors had done. Mill showed that, 
although freedom of enterprise was generally beneficial, it should be 
subject at times to State control. He emphasized that welfare and not 
merely material wealth was the object of social advancement, and, 
by his linking up of Economics with practical affairs of life, he did 
a great deal to relieve the “ dismal science ” of the charge of 
abstraction. 

During the period between the appearance of the “ Wealth of 
Nations ” and Mill’s “ Principles,” many economists on the Continent 
were making important contributions to the development of the 
science, notably Say, Dunoyer , Cournot , Sismondi and Bastiat in 
France ; and Hermann , Thunen , Nebenius and Rau in Germany. Most 
of these followed and further developed the classical doctrines and 
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relied largely on the abstract method of analysis and of deduction. 
This method was followed also in England by the group known as the 
Manchester School of Economists, which used the tenets of the Classical 
School to justify the policy of laissez faire. 


The Historical School 

The writings of John Stuart Mill had foreshadowed a movement 
away from the classical methods of economic investigation. Gradually 
there developed a widespread reaction against the purely theoretical 
conceptions, and a desire to place the science on a more practical and 
historical basis. Mill emphasized that Ricardo and his followers 
treated Economics as a purely hypothetical science based on unreal or 
at least unproved assumptions, the chief of which was the conception 
of the “ economic man,” an imaginary being influenced only by the 
two motives of acquiring wealth and of avoiding as much exertion as 
possible. 

The first serious attempt to correct these failings was made by 
a Frenchman, Auguste Comte , 1798-1857, who may be described as 
the founder of the Continental Historical School of economists. 
Sociology, as he conceived it, was essentially one science, the principal 
method of which should be that of historical comparison, although 
other methods were not to be entirely excluded. Sociology, he held, 
should recognize moral ideas and notions of social duty, and accomplish 
its aims by evolution rather than revolution. Primarily, the field of 
research for the purposes of Economics should be the field of history 
in its widest sense, together with contemporary fact. 

This new method of treatment became widely accepted, and spread 
from France to other countries of Europe. In Germany, particularly, 
historical methods were applied in support of socialist doctrines. The 
names of Karl Marx , Engels , Rodbertus and Lassalle are famous in this 
connection. Marx is noted particularly for his championship of the 
Theory of Surplus Value, and for his view that the capitalist system 
of industry contained in itself the germ of its own destruction. He 
stressed the antagonism of capital and labour in distribution, con¬ 
cluding that, with the ultimate collapse of capitalist enterprise which 
appeared to him inevitable, labour would come into its own, and the 
nationalization of the processes of production or the communist 
control of industry would be made possible. Marx gave a great impetus 

to scientific socialism and his ideas have dominated all socialism since 
his time. 

The name Lassalle is associated with the Iron or Brazen Law of 
Wages (see Chapter 18). 

Engel (a Prussian statistician of the nineteenth century who is 
to be distinguished from Engels, the collabroator of Karl Marx) 
achieved some fame with his Law of Family Expenditure or of Domestic 
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• - « _ as the income of the family unit 

increases ( 1 ) the proportion spent on food decreases; ( 2 ) that spent on 

clothing remains approximately unchanged ; (3) that expended on 
rent, fuel and light is invariable, while (4) the proportion expended on 
such items as education, health and recreation tends to increase. The 
importance of the law lies in its illustration of the evil effects of certain 
taxes which press unduly on family budget items whose proportion 
must be maintained if a reasonable existence is to be continued. 

Meanwhile, the reaction against the method of the old classical 
school had continued in England also. The teachings of Thomas 
Carlyle had turned many against a science which seemed imbued with 
the somewhat sordid maxims of the Manchester School of economists. 
They had used Economics as a tool for the furtherance of their own 
materialistic aims, and, although the application of their views on 
economic freedom and non-interference had proved of inestimable 
benefit to manufacture, that benefit had been achieved at the cost of 
the most squalid misery to the worker. 

The new school obtained much of its inspiration from Germany, 
and the influence of her economists can be traced in the writings of the 
English historical pioneers—Bagehot, Leslie and Jevons. 

Walter Bagehot (1826-77) argued in his “ Economic Studies ” that 
the classical system of political economy rested on certain fundamental 
assumptions, which, instead of being universally true in fact, were 
realized only within narrow limits of time and of space. Bagehot is 
famous mainly for his work on monetary problems, and his book, 

“ Lombard Street,” survives today as a classic of its kind. 

Cliffe Leslie maintained that an understanding of existing economic 
relations was impossible without tracing their historical evolution, and 
he is to be remembered as the first to expose the fallacy of the “ wage- 
fund ” theory of wages, which was not, however, entirely discarded 
until finally overthrown by Marshall. 

The theory of Economics owes much of its modern evolution to 
the trained scientific mind of W. S. Jevons (1835-82), whose application 
of the historical method resulted in most valuable contributions. 
His book on “ The State in Relation to Labour ” exposed the brutal 
callousness of the doctrine of “ laissez faire ,” while his work on “ Money 
and the Mechanism of Exchange ” stands beside Bagehot’s “ Lombard 
Street ” as a classic. To Jevons also economists are indebted for an 
early conception of the principle of marginal utility, called by him 
“ final utility,” as well as for several contributions to the theory of 
the trade cycle and the history of price movements. 

Other famous names of this period are those of Thorold Rogers , 
Arnold Toynbee, H. Sidgwick , F. A. Walker , and the leaders of the 
Austrian School of economists— Menger , Wieser and Bohm-Bawerk — 
who made important contributions to the development of subjective 
value theories and the theories of interest and distribution. 
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Alfred Marshall 

Modem Economics probably owes more to Alfred Marshall of 
Cambridge—“ the father of modern Economics ”—than to any other 
person. Marshall expounded the subject in its practical as well as its 
theoretical aspects, and lived to see his labours bear fruit in the modern 
conception of Economics as a coherent and unified body of knowledge. 
Although Marshall disposed of Ricardo’s cost of production theory of 
value, he used it, in conjunction with Jevons’s theory of marginal utility, 
to found his fundamental theory of value which, he showed, is applicable 
in every branch of Economics. Marshall’s belief in and elucidation of 
the principle of the continuity of Economics were specially char¬ 
acteristic features of his work and teaching. 

Marshall proved by his scientific analysis and synthesis that the 
true explanation of value was to be found, not in terms of either demand 
or of supply, but in terms of both supply and demand. This, of course, 
had been recognized before, but it was left to Marshall to give exact 
expression to the laws of demand and supply and to weld the hitherto 
disconnected theories into a symmetrical interdependent whole. 

Marshall subjected Distribution to the same analysis and showed that 
the same theory of value can be applied to each of the factors of pro¬ 
duction, thus laying the foundation for a new continuity and unity in 
our conception of economic value. He also introduced the important 
concept of the margin to show that the remuneration of each factor of 
production is determined on the demand side by its marginal pro¬ 
ductivity and on the supply side by the marginal cost of production of 
each factor where this cost can be said to exist. 

Marshall’s teaching is embodied in his world-famous books, “ The 
Economics of Industry,” the monumental “ Principles of Economics,” 
“ Industry and Trade,” and “ Money, Credit and Commerce.” For 
the second alone of these great works Marshall is entitled to rank in 
history with Adam Smith and John Stuart Mill, while the importance 
of his contribution to economic science is indicated also by the fame 
and valuable work of several of his disciples (notably Pigou , Keynes 
and D. H. Robertson of the Cambridge School of economists). 


Recent Tendencies in Economic Thought 

It is a widely-held view (linked particularly with the so-called 
London School) that economics is properly regarded as an impersonal or 
objective science, whose function it is to analyse the forces that maintain 
the economic system in equilibrium at any time and to consider how 
new equilibrium is achieved when conditions change. This School 
maintains that, if economics is to be regarded as a true science, it must 
be divorced from ethics for, although economics deals with human 
beings, it is no more concerned with questions of right or wrong than 
are physiology, chemistry or any other science. Economics, as a science, 
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is not concerned with conceptions such as the desirability of aim in the 

r l° • econom * c activity- The economist cannot advise in the problem 
of choice between alternatives, though he can point out and analyse 
the possible implications of a given choice. 

In other words, the adherents of this School contend that economists 

should rely for their data on the actions of men, as shown by their 

reaction to price changes, instead of discussing conceptions of welfare 

and satisfaction, which, it is argued, cannot be objectively defined or 

measured or subjected to scientific analysis, and so cannot be proved 
or disproved. 

These views, supported by the London School, differ widely from 

those of the Classical School, which considered the criticism of political 

doctrines^ an important function of the economist. They were first 

propounaed by the Austrian economists, Mayer , Wieser and Mises> and 

developed by the Italian economist, Pareto . They have been popularized 

in this country by Wicksteed (“The Common Sense of Political 

Economy ) and Robbins (“ The Nature and Significance of Economic 

Science ), and in the United States by Knight (“ Risk, Uncertainty and 
Profit ”). V y 

This so-called “ new ” economics is strongly opposed by such 
leading economists as G. D. H. Cole (who speaks of the “ barren per¬ 
fection of equilibrium analysis 1 ), R,. G. Hawtrey (“ Economics cannot 
be dissociated from Ethics ”*) and J. A. Hobson , a supporter of the 
view that personal factors must enter largely into economic investigation, 
and that matters of opinion, i.e., contentions that cannot be proved, 
must come within the purview of economic study. 

Apart from the divergence of views concerning the nature and scope 
of economic study, highly important developments have thrown the 
theory of money into the melting-pot. Currency and trade difficulties 
leading to violent fluctuations in prices and exchange have focussed 
attention on the vexed problem of securing monetary stability. Most 
modern economists, including Keynes y D. H. Robertson and Hawtrey , 
have maintained that stability can be achieved only if the leading nations 
co-operate to institute and operate an international system. 

Professor Hayek , in his “ Prices and Production,” has led the way 
to a new outlook on price movements, by stressing the greater import¬ 
ance of changes in relative prices, as distinct from changes in the 
general price level. This is of special signficance in relation to the 
controversy concerning the monetary standard (see ante. Chapter 29). 

Keynes was undoubtedly one of the greatest of all economists, in 
direct line with Adam Smith, John Stuart Mill and Alfred Marshall. 
His name is associated with all major developments in economic theory 
for a generation past, and he made his influence felt, not only in the 
realm of theoretical economics, but also in international economic 


1 What Marx Really Meant , p. 13. 


1 The Economic Problem, p. 184. 
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negotiations as the principal representative of Great Britain. “ Keynes’s 
great contribution was to adapt economics to the changing institutional 
structure of modem society.” ( The New Economics , edited by 
S. E. Harris.) 

Keynes’s “ Treatise on Money ” (1931) is perhaps his greatest 
contribution to economic thought, though his later work, “ General 
Theory of Interest, Employment and Prices ” (1936) —“ the Keynesian 
Bible ”—probably created more disturbance among academic econo¬ 
mists than any other work since Adam Smith’s “ Wealth of Nations.” 

The conceptions put forward by Keynes, although at first widely 
criticized, have now gained world-wide acceptance, and his contribu¬ 
tion to the study of unemployment is the basis of many subsequent 
treatises. Keynes showed that Economics is the study of the relation 
between the flow of incomes and expenditure, and that economic 
stability is influenced by changes in this relationship. He showed that 
unemployment is largely a problem of the relationship between savings 
and investment : whenever these two get out of step unemployment 
increases ; and, as the principal objective of all economic policy i9 
full employment, the State must accept responsibility for instituting 
measures to ensure equilibrium between savings and investment. 

Keynes sought his remedies in international economics, and 
suggested an international mechanism by which the savings of certain 
countries could be equilibrated with the movements of goods and 
services. This was the basis of his plan for an International Clearing 
Union, and, as chief British architect of the Bretton Woods system, 
he saw some practical expression given to these conceptions in the 
International Monetary Fund, set up in 1946 (see Chapter 29). 

Keynes paved the way for many refinements in economic analysis 
and the implications of his views on trade cycle theory and credit policy 
have been developed by J. E. Meade (“ Economic Analysis and 
Policy ”), R. F. Harrod (“ The Trade Cycle ”), and Beveridge (“ Full 
Employment in a Free Society ”). 

As regards the Theory of International Trade, an important con¬ 
tribution largely based on Keynesian principles has been made by 
R . F. Harrod (“ International Economics ”), who with Keynes largely 
supported the classical theories of international trade as developed in 
great detail by Taussig , Viner y Haberler and others. Another school, 
which includes BertilOhlin (“ Inter-regional and International Trade ”), 
Harry White and Carl Iversen , has presented important criticisms of the 
classical theories. 

Two important works in the field of equilibrium analysis, Professor 
Chamberlin's “ Theory of Monopolistic Competition ” and Robinson's 
M Economics of Imperfect Competition,” have led to the discarding of 
many assumptions previously made about the prevalence and effects 
of free competition. 

Although economists are, in the main, agreed as to the fundamentals 
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of their studies, it is probably true to say that on certain issues they are 
less unanimous today than they have ever been, and there is a tendency 
for modern economic pronouncements to be far less dogmatic than 
those of the Classical School. It is now generally realized that there can 
be no finality in economic doctrines. The economic system is so complex 
that the repercussions of economic forces in any particular field are too 
complicated to be subject to any single law. It would be foolish to lay 
down, as immutable, laws which would be rendered inoperative by 
a change in social or political institutions. 
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banking and, 362 et seq., 414 et seq. 
bank notes, 363 

British Exchange Equalization Ac¬ 
count and. 465 


capital and, 367 

central banks and, 416 et seq. 

confidence and, 362 

consumer, 367 

control of, 374, 414 et seq. 

creation of, 374 

currency and, 416 

cycle, 486 

dangers, 365 

functions of, 362 et seq. 

gold standard and, 416 

instruments, 362 et seq. 

open, 367 

public, 554 

speculation and, 366 

state of currency and, 367 

time and, 362 

trade cycles and, 493 et seq. 
utility of, 364 
volume of, 366 

Crises— 

Bank Charter Act, 487 et seq. 

banking and, 486 

Baring failure, 488 

commercial, 486 

credit cycle, 486 

credit facilities during, 486 

financial, 486 

history of, in Great Britain, 486 et seq. 

Cultivation, 53 et seq. 
intensive, 207 
margin of, 69, 205 
See also Rent 

CunlifTe Committee on Currency and 
Foreign Exchanges, 416 

Currency and Bank Notes Act, 1928, 
388 et seq. 

Currency and Bank Notes Act, 1939, 
333, 390 

Currency, 322, 336 et seq., 438 et seq. 
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depreciation, 327 et seq. 
devaluation of, 460 
Exchange Standard, 332 
external value of, 469 
foreign, 438 

foreign exchanges and the, 453 et seq . 

inconvertible paper, 660 

inflation, 356 et seq. 
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deflation, 356 

exchange standard, 332, 447 
inflation, 356 
market price, 333 
Mint price, 333 
parities, 443 
points, 443 
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U.S.A., 468 

Gold Standard Act, 1925, 333, 337 
Gold Standard (Amendment) Act, 1931, 
338 

Goods— 

consumers’, 540 
economic, 25 

lengthy production, 155 et seq. 
material, 25 
perishable, 156 et seq. 
seasonal, 156 et seq. 
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Index numbers, 279 et seq., 340, 441 
Indifference, law of, 123 
Indirect taxation, 522, 531 et seq., 533 
Individual firm and costs, 146 
Individual producer, 110 
Inductive analysis, 12 et seq. 
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entrepreneur, 103 
individual producer, 110 
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encouragement of home, 432 
infant, 432 
key, 430 

Inelasticity of demand, 30 et seq. 
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Infant industries, 432 
Inflation, 335, 356 
effects of, 357 et seq. 
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capital and, 252 et seq. 
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bargaining weakness, 220 
capital and, 274 et seq. 
choice of occupation, 238 et seq . 
combinations, 239 
control of industry, 274 et seq. 
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depreciation, 327 et seq. 
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mint price of gold, 333 

monometallism, 330 

multiple legal tender system, 330 

paper, 334 et seq., 370 
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dumping, 192 

effects of inelastic demand, 180 
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National Insurance Act, 1946, 302 
National Insurance (Industrial Injuries) 
Act, 1946, 302 
Nationalization, 312 et seq. 
of Bank of England, 391, 392 
of banks, 400 
£>tate corporations, 313 
Nationalized industries, 117 
National Wealth, 27, 197 
Natural economy, 197 
Natural resources, 63 et seq. 
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Nature and agents of production, 46 
Nominal wages, 234 
Non-metallic standard, managed, 469 
Note issue, 385 et seq., 388 et seq. 
fixed fiduciary issue system, 385 
inconvertible, 556 
partial deposit system, 385 
proportional reserve system, 385 
single deposit system, 385 

Occupational mobility, CO 
Octroi, 550 

Open-field system, 16 
Open market policy, 411, 417 
Opportunity costs— 

in relation to rent, 210 et seq. 
of production, 159 et seq. 

Optimum density of population, 222 
Options, 123 

Organization for European Economic 
Co-operation (O.E.E.C.), 477 
Organization of labour, 68 et seq. 
Organizer, see Entrepreneur 
Other Deposits, Hank of England, 386 
Other Securities, Hank of England, 386 
Over-capitalization, 175 

Theory of trade cycles, 495 
Over-investment theories, trade cycle, 
495 

Overproduction, 50 et seq., 480 
Overvaluation of currency, 461 

Paper money, 334 et seq. 

Paradox of value, 43, 164 
Partnership, 110 
Payments agreements, 464 
Periodicity of trade cycles, 491 
Personal wealth, 26 et seq. 

Physical mobility of labour, 69 
Physical productivity, 57 
Physiocrats, 221, 576 
Piece work, 276 et seq. 

Pools, 114 

Poor and sick, care of, by State, 513 
Population, 209, 222 
and rent, 209 

influence on interest rates, 253 
Malthusian doctrine of, 221 et seq. 
optimum density of, 222 et seq. 
problem of, 222 et seq. 
production and, 222 et seq. 
wages and, 226 
Post-war credits, 359 
Premium bonus systems, 278 
Price— 

and marginal utilitv, 32 et seq. 
and value, 24, 139,'339 et seq. 
definition, 24 

determination of, 139 et seq., 339 
discrimination, 187 et seq. 
fixed capital and, 156 
goods requiring time, 155 et seq. 
index numbers, 339 et seq. 


long-period, 150 et seq. 
market, 14 1 et seq. 
monopoly, 179 et seq. 
normal, 151 et seq. 
profits and, 267 
speculation and, 132 et seq. 
under changed conditions of demand 
and supply, 44 

value and, 24, 139 et seq., 339 
Price index number and managed 
currencies, 469 et seq. 

Price mechanism— 

functions of, 272 et seq. 
in contemporary Britain, 273 
Prices, 339 et seq. 
changing, 352 et seq. 
effects of fluctuations in, 353 
falling, 352 et seq. 
fluctuations in, 352 et seq., 485 
general level of, 344 
gold, 333 

gold standard and, 444 
managed currency and, 470 
rising, 352 et seq. 
urban rents and, 212 et seq. 

Primary agents of production, 48 
Prime costs, 144 et seq. 

Principle of substitution, 201 
Private enterprise, 9 et seq. 

Private income, 199 et seq. 

Private property, 8, 199 
Private wealth, 27 

Producers’ co-operation, 1 15 et seq., 307 
Producers’ goods, 27 
Production, 1 
agents of, 48 
definition of, 46 
distribution and, 196 
form value, 46 
organization of, 90 et seq. 
place value, 46 
primary agents of, 48 
stages of, 46 et seq. 
time value, 46 
Productive— 

capacity, 50 et seq. 
co-operation, 115 seq. 
occupations, division of, 47 et seq. 
Productivity, 233 

marginal (in distribution), 200 et seq. 
of capital, 249 
of labour, 232 
Produit net, 577 
Profit sharing, 281 
Profits, 49, 261 et seq. 
a differential gain, 263 
a residuum, 266 
and monopoly, 268 et seq. 
and price, 263, 267 
and wages, 226, 266, 271 
determination of, 293 et seq . 
differences in entrepreneur’s reward, 
267 
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differential theory of, 263 et seq. 
gross, 261 

in practical life, 269 et seq. 
interest and, 266 
net, 262 
normal, 264 
pure, 262 
risk theory, 264 
tendency to fall, 269 
Walker’s theory of, 263 
Progressive taxes, 521, 527 
Promissory notes, 362 
Proportional taxes, 521, 526, 527 
Protection, 430 et seq., 434, 435 et seq. 
Psychological theory of trade cycles, 493 
Public corporation, 117 
Public credit, 554 et seq. 

Public— 

debts, British, 563 
expenditure, 515 et seq. 
health, 513 

ownership of industry, 303 
revenue, 519, 520 
Purchase tax, 359, 549 
Purchasing power of wages, 234 et seq. 
Purchasing power parity, 439 et seq. 

under gold standard, 442 
Pure interest, 257 

Quantity theory of money, 344 et seq. 
conclusions regarding, 350 et seq. 
rapidity of circulation, 345 
supply of effective money, 345 
Quasi rent, 216 et seq. 

Quesnay, 576 

“ Quid pro quo ” theory of taxation, 525 
Quotas, 431, 509 

Railway and shipping rates, 189 et seq. 

Government control of, 191 
Rate of exchange, 438, 449 et seq. 

Rates— 

Bank rate of discount, 408. See also 
Bank rate 
bankers’ rates, 408 
broker’s deposit rate, 409 
local, 549 et seq. 
market rate of discount, 408 
seven-day rate, 409 
table of London rates, 409 
treasury bill, 409, 414 
Rating and Valuation Act, 1925, 549 
Ratio (Bank of England), 388 
Rationalization, 118 
Raw Cotton Commission, 136 
Raw materials, changes in supply, 480 
Real cost of labour, 236 et seq. 

Real cost of reproduction, 158 et seq. 
Real wages, 67, 234 et seq. 

Reciprocity, 482, 564 
Reflation, 359 

Relative wages, 234, 237 et seq. 

Remedy allowance, 326 


Remuneration of labour, 219 et seq. 
Rent, 49 et seq., 202. See also Land 
accessibility, 203 
analysis of, 211 et seq. 
and prices, relationship of, 207 
and value of land, 217 et seq. 
classical theory of, 203, 204 et seq. 
costs of transport, 208 
dead rent, 215 
determination of, 203 et seq. 
differences in fertility, 203 
differential gain, 206 et seq. 
diminishing returns and, 207 et seq. 
dose of capital and labour, 204 et seq. 
economic, 205, 215 
ground rent, 202 
improved cultivation, 208 
justification for, 217 
law of diminishing returns and, 204 
limitation of quantity of land, 202 
location and, 203 et seq. 
marginal land, 205 
margin of cultivation, 205 
material progress and 209 
methods of cultivation and, 208 
modem theory of, 210 et seq. 
no-rent land, 206 
of ability, 214 
of accessibility, 205 et seq. 
of fisheries, 215 et seq. 
of mines, 215 
of quarries, 215 
of situation, 205 et seq. 
of urban land, 212 et seq. 
opportunity cost, 210 et seq. 
population, 209 
prices, 213 

relative advantages of situation, 213 
rise and fall, 208 et seq. 
royalties, 215 
scarcity rent, 213 
surplus, 205 
tax on, 538 
theory, 202 et seq. 
transport and, 208 
Reparations and war debts, 420 
Representative firm, 264 
Representative wealth, 25 
Reserve— 

Bank of England, 388 et seq. 
banker’s, 373 
central, 398, 414 et seq. 
liability, 393 

Residual claimant theory of wages, 227 
“ Rest ” (Bank of England), 386 
Restriction of Cash Payments by Bank 
of England (1797), 381 
Retail price maintenance, 188 
Revenue— 

British national revenue, 520 
local rates, 549 
public, 519, 520 
State ownership, 520 
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Ricardo, 12, 203, 204, 677, 670 

Rings, 114 

Risk, 202, 305 

Risk and interest, 244 

Risk-bearing, 49, 91 

Risk theory ot' profits, 264, 268 

Robertson, Control of Industry , 304 

Robinson, 586 

Rodbertus, 247, 681 

Royalties, 215 et seq. 

Ryot tenure, 54 

Safeguarding duties, 645 
Satiable wants, see Diminishing utility 
Saving, 84 et seq., 492, 497 
assurance and, 88 
Scale of preferences, 31 
Scarcity and economic problems, 3 
Scarcity value, 103 
Securities Management Trust, 399 
Security in industry, 303 
Seigniorage, 327 
Senior, 580 
Settling day, 127 

Sherman Anti-Trust Act, 1890, 195 
“ Shifting ” of a tax, 531 
Shipping charges, 191 et seq. 

Silver, 337 

nickel currency, 337 
standards, 448 

Single legal tender system, 330, 337 
Single tax, 530 
Sinking fund, 505, 572 
Situation rent, 205 et seq. 

Sliding scales, 279 et seq. 

Small-scale farming, 54 et seq. 
Small-scale production, 105 et seq. 
advantages of, 109 

Smith, Adam, 104, 503, 522, 520, 578 
Social— 

activities of State, 612 
capital, 82, 87 
insurance, 302 et seq., 514 
wage, 232 
Socialism, 9, 314 

Socialist theory of trade cycles, 492 
Specialization, 09, 99, 107 
Specie points, 443 
Speculation, 132 et seq. 
bankers and, 494, 495 
credit and, 300 
Spending v. saving, 88 
Stamp duties, 540, 640 
Standard — 

of comfort, 224 et seq. 
of deferred payments, 324 
of life, 28, 229 
Standardization, 103 
State, 503 et seq. 
activities of, 504 

encouragement of economic activity, 
509 

expenditure of, 504 


functions of, 503 
interference, 503 et seq. 
intervention in business, 500 
regulation of economic activity, 510 
unemployment and, 514 
State enterprise, 110 et seq. 

Sterling balances, 130 
Stock exchange, 125 et seq. 

Council of, 125 et seq. 
economic function of, 128 
influences and the exchanges, 451 
true value of a security, 129 et seq. 
Stockbrokers, 120 
Strikes, 293 
Subsidies, 435, 509 
Subsistence theory' of wages, 221 
Substitutes, demand for, 41 
Substitution, 107, 20l 

entrepreneur and law of, 45, 94 
principle law of, 45 
Succession duty, 540 
Super-tax, 549 

Supplementary costs, 144 et seq. 

Supply, 139 
alternate, 108 
curve, 141 et seq. 
elastic, 139 
inelastic, 139 
schedule, 141 el seq. 

Supply and demand, 139 el seq. 
composite and joint, 105 el seq. 
imperfect adjustment, 580 
Supply of capital, interest and, 254 
Supply services, 517 
Surplus— 
in rent, 205 
value, 247, 581 
Surtax, 549 
Sweated trades, 283 
Sweating of coins, 328 
Synchronism of trade fluctuations, 462 

Tabular standard of value, 407 
Tariffs, 172, 430, see also Protection 
Taussig, 307 
Taxation, 615 et seq. 

Adam Smith, 522 
benefit theory, 525 
building land and, 639 
burden of, 648 
canons of, 522 
certainty of, 632 
classes of taxes, 621 
consolidated fund services, 510, 517 
convenience of, 633 
“ cynical ” principle of taxation, 528 
“ cynical ” theory of, 534 
definition of a tax, 521 
degressive taxes, 521 
direct, advantages and disadvantages, 
532 

direct taxes, 522, 531 
double, 544 
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economy of, 624, 632 
elasticity of, 525, 532, 533 
equality of burden, 525 
equality of sacrifice, 522. 526 
equity of, 532, 634 
ethical principle of taxation, 525 
evasion, 533, 534 
faculty theory of principle, 629 
financial principle of, 628 
grants, 518 
impact of, 531 

incidence of, 531, 535, 641 et seq. 

income tax, 535 

incomes and, 548 

inconvenience of, 632 

indirect taxes, 522, 631 et seq. 

inequality of, 533, 534 

local, 549 et seq. 

mixed system of, 530 

of monopolies, 542 

of “ unearned increment,” 539 

on buildings, 639 

on consumers’ goods, 640 

on inheritances,637 

on land, 538, 647 

on personal property, 637 

on services, 640 

on “ windfalls ” 537 

“ Pay As You Earn,” 533 

political principle of, 525 

principles of, 520 et seq. 

productivity of a tax, 524 

progressive principle of 521, 627 

proportionate taxes, 626 

purchase tax, 549 

“ Quid pro quo ” theory of, 525 

rates, 621 


regressive taxes, 521 
rent and, 538 
shifting of, 531 
simplicity of, 526 
single tax, 530 
social effect of, 632, 534 
social principle of, 529 
social significance, 534 
super tax and surtax, 549 
theories of, 525 et seq. 
uncertainty of, 534 
uneconomical, 534 

Taxation system (British), 545 et seq. 
Telegraphic transfers, 449 
Terminable annuities, 564 
Terms of trade, 427, 441 
Ticket day, 127 


1 ime earnings, 215 et seq. 
Token money, 323 
Total utility, 32 et seq. 
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Trade and exchange after 1948, 478 
Trade Boards, 283 
Trade Boards Act, 1909, 283 
Trade cycle, 62, 480 et seq. 


climatic theory of, 491 
competition theory, 492 
Keynes’ theory, 497 
marginal efficiency of capital, 497 
methods of controlling, 500 et seq. 
monetary theories, 494 
over-investment, theories of, 495 
periodicity of, 491 
psychological theory of, 493 
under-consumption theory, 491 
See also Crises 

Trade Disputes and Trade Unions Act, 
1927, 289 

Trade fluctuations— 
periodicity of, 483 
synchronism of, 482 
Trade unions, 170, 239, 287 
and hours, 293 
and wages, 289 et seq. 

Trades Union Congress, 288 
Transport— 

improvement in, and Industrial 
Revolution, 19 

rent and improvement in, 208 et seq. 
specialization of means, 99 
Transport Act, 1947, 191 
Treasury— 
bills, 413, 564 

effect of issue on market, 414 
borrowing, 413 

Capital Issues Committee, 128 
deposit receipts, 413, 414 
Tripartite currency agreement, 465 
Truck Acts, 611 
Trusts, 114 et seq., 173 et seq. 
advantages of, 174 et seq. 
disadvantages of, 175 et seq. 

Tying agreement (in Combination), 188 

Uncertainty bearing, 265 
Under consumption, 51 et seq. 

Under - consumption theory, trade 
cycles, 491 

Under-valuation, currency, 400 
Unearned increment, taxation of, 539 
Unemployment, 138, 290, 514 
causes of, 296 et seq. 
changes in industrial structure, 297 
cyclical fluctuation of industry, 297 
insurance, 301 
problem of, 296 
remedial measures, 299 et seq. 
seasonal fluctuations, 297 
Unit trust, 131 
“ Unrequited ” exports, 463 
Urban land, rent of, 212 et seq. 

Use of machinery, advantages and dis¬ 
advantages, 76 et seq. 

Usury, 246, 674 
Usury laws, 579 
Utilitarian school, 679 
Utilities, economic, 46 
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Utility, 23 

diminishing, 33 et seq. 
final, 31 

marginal, 31 et seq. 
total, 32 et seq. 

Value, 23 et seq., 157 et seq. 

determination of, 139 et seq., 167 
marginal costs of production, 146 
marginal firm, 147 et seq. 
marginal utility theory, 167 et seq., 
164 et seq. 
normal, 178 
price and, 24, 139 
scarcity and, 26 
theories of. 161 et seq. 
time element in, 179 
Value of service principle, 190 
Value productivity, 57 
Velocity of circulation of money, 345 
Vertical combination, 173 
Villein, 16 

Volume of credit, 366 
Voluntary monopolies, 170 

Wages, 49, 219 et seq., 274 et seq. See 
also Labour 
brazen law of, 221, 681 
capital and, 227 
cash bonus scheme, 281 
choice of occupation, 240 
competitive conditions, 232 et seq. 
economy of high, 236 
efficiency, 236 et seq. 
element of rent in, 213 
family allowances, 286 
female, 242 et seq. 
form of payment, 236 
general rate of, 219 
index numbers, 279 
iron law of, 221 et seq., 581 
labour co-partnership, 282 
male, 242 et seq. 

management, 219, 261 et seq., 266 
methods of remuneration, 276 et seq. 
minimum, 283 

nature and conditions of work, 236 
nature of employment, 235 


nominal, 234, 434 
peculiarities of labour, 220 et seq. 
piecework, 276 et seq. 
population and, 226 
premium bonus sytem, 278 et seq. 
productivity of labour, 233 
profit sharing, 281 et seq. 
profits and, 226, 271 
purchasing power, 234 et seq. 
real, 234, 434 
relative, 234 et seq. 

differences in, 237 et seq. 
skilled labour, 241 
sliding scales, 279 et seq. 
theories, 219 et seq. 
time, 275 et seq. 


trade unions and, 170, 289 et seq. 

unskilled, 241 

working hours, 235 et seq. 

Wages Councils, 284 
Wages Councils Act, 1945, 284 
Wages fund theory, 225 et seq., 580 
criticism of, 226 et seq. 

Wants, 30 et seq. 

Ways and Means Advances, 656 
Wealth, 23 


attributes of, 24 et seq. 
distribution, 49, 196 et seq. 
forms of, 25 et seq. 
money as, 25 et seq. 
production of, 49 
welfare and, 28 et seq. 

Webb, Beatrice and Sidney, 311 
Weekly money, 403 

“ Weighting ” in index numbers, 340 
Welfare, 196, 627 

Whitley Councils, 283 et seq., 295, 316 

White plan, the, 472 

Will to save, 86 

Window dressing, 412 

Workers’ control, 307 et seq. 

Working conditions, 275 et seq. 

Working hours, 235 et seq. 

Working parties for industry, 295 
Works committees (Whitley Scheme), 
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World crisis, 490 
World trade charter, 437 
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